AN '-fNTRODUqTlON- TQ •• 
. . '■ .MONEt • • 



Yo'ngmans, green and CO. 

LONBON • NE'WfYORK TORONTO, 



V,..'. ■ ■■ ' ”■ « t ■ t: 

|LON^iMA:?i% GREEN AND CO. LTp^ 
39 PATER^fesTER-ROW, LONDON,? E.C.4 
17 CHITtIraKJAN iWENOE, CALCi;jT% 

53 4iC0L road, BOMBAY « 

36a mount road, AlADRA!f * 

LONG GREEN AND CO.* 

114 FIFTH AVENUE, NEW YORK * 

221 EAST 20XH street, CHICAGO 
88 TREMONT- STREET, BOSTON 

LONGM.4NS, GREEN AND CO. 

2lft\TCTORlA STREET, TORONTO 


Firsi pubibhed 1938 ^ 




in Qhai Bnmin 



PREFACE 

' The present volume has a double aim? it is intended to be of 
. service to usdergraduate'sHidents of the s^ibject of economics 
durmg their,first, and possibly during their second years; it is 
intended eqtially for the general reader who is interested to 
, enqtiire how his.owii welfare and that of men in general is 
affected by the mojnetary systenv 'Shus I have not sought to 
avmd*the definition of terms and tffe description of institutions; 
'""••^on the contrary, I have endeavoured to revSal the pitfalls 
hidden beneath economic words in the hope of saving labour 
• and misunderstanding on Jhe part of those who intend to read 
the works of numerous authorities , or of those who read 
economics supposifffe that their own use of terms coincides with 
that ot writers on this subject; again, I have tried to describe 
•monetary ihstitutions in such a way that the vital ?eia^oifehips 
between "them are made plain, in the hope that the monetary 
system as a whole may enaerge before thewij^es of ^e reader in 
* *"t1ie fqfm of a working* model. * * * • 

To illustrate descriptions and arguments, I have sought to 
utilise matters commdhly within the experience or. knowledge 
“of the geijeral reader and the umversity student: it is in this 
, sense that rhonetary history has been included in tKis book. 
In a similar manner, I have preferred to cite events of tb&last 
few years in |)referen<3e to those pf times, now fading from the 
menaory. " 

In wriSng of monetary theory, my aim has been to expound 
-"^ i y n an introductory and el^ftentary manner •fte ideas of Mr. 
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J'. }A. Keynes'and of thos4 in substantial a^reemKRt with him. 
Early'in this book, I hav^dealt at some lepgtl3»with the w'orks 
'of Mr. Keanes, for it has seemed to me jthijt much (|cscripiion 
and arg^meet must be ttjdipus and incomprehetisible withouf 
a prior acquaintance with monetary theories applicable to ther 
w'orld of e.xperience. Opposhig ideas and some remoter con- 
siderations in the fieJd.of mohetary theory' are mentioned, but» 
not examined at length. * / , ' 

■ ' # if*" 

In the course of the -later chapters, I ha\'e attempted to 
examine questions of especial importance at Mte present 'lime, 
and to suggest the possibilities and probabilities of the future 
in monetary matters; whilst the ineliBion of such consideriitions 
may be somewhat unusual in an introductory book, it is,- itr my 
view, from th^se things that the study of money derives its 
importance and its interest. *> 

••lam vpry greatly iryiebted to Mr. J. M. Keyr*es and to his 
'publishers, Messrs. Macmillan & Co. Ltd., for permisuKOn to 
reproduce considerable" sections from thj?. text of the well- 
known works of that eminent authority. 

My thanks are due to several kind friends who have assisted 
in the pl'eparation of this book, and, in particular, to Mr. Hugh 
Townshend, who was kind enough to read the manuscript and 
^ to make mSny helpful -criticisms and valuable suggestions. •* 
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■ ' , . ; DEFIMTIOi^'',: " , 

B- 

. ' §I 

The necessity (/, definitiortSt 

■ •* • . ■ * « * 

Definitions are a boring necessity. What is a definition, 

*• “-and why do we need it? A definition is a description of such 
a sort that no one can remain in doubt about the identity of 
the thing defkied. An ordinary descripjion might apply equally 
welTTo a number of things; a definition must apply onlyio ther _ 
thing defined; a definition should be inclusive in the sense that 
it covers aU the Characteristics of the thing defined, and 
ex'clusiye in the sense that no other thing should fit in with 
the terms of the definition. , 

In theoretical geometry, for instance, a straight**lme^is 
defined as the shortest distance between two points; but in 
ordinary speech, when we,speak ©f a straight iine,/rre use the 
“ •expression loosely to miean something* rougMy straight. We. 
never *meet the straight line ©f the school textbooJc ha. actual 
life; what we coramorjly call a straight line is not really one_ 
according to the definition, though it may l5e*near enough for 
"brdinaiy g^urposes. Just in the same way, we speak loosely 
about money, capital, income andliuch things, but in dionomics 
we have to kPow exactly what we are talking about, else we . 

■ shall become confysed. Real trouble arises because, wher* we_ 
define a term in economics, we qften haye to go on to define 
the ^ords us*ed in our 'definition; fof all the words at our, 
disposal a|;e debased in ordinary speech so as to mean several — 
different things. Worse thaij, that : different economists have 
**<defined tl^ same woras in^diflerent^yays, so'lhat jvhen^Prof. 

.. . 1 ' * • A 


AN INTROD-UCTION TO MONIY . 

■ . ■ ■ ' ' 'p^'" ' - ' ' ' ■ 

Hoot’ talks about “ incomes ”, he may me .n something differ- 
ent from what Dr. Coot^ means by “ incon es This is a sad 
business, for it causes great confusion, ana 'economics is diffi- 
cult enough without making it harder than- it n| 'ed be. Obvi- 
ously the daager of confufion will be lessened, however, if it is 
explained clearly that different people may mean differejit 
things by the same words and the same things by different 
expressions. The definiticn of terms is a wearisome business, 
but it will have to continue until the happy days when the'" 
meanings of words in econdmigs are universally agreed. 

The definitions' in this book are not, of course, original; 
they attempt to coincide with those of well-known authorities 
whose names and works are cited both in the text and in the 
appendices to each chapter which suggest further reading. 
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Money defined as the means of payment and valuation, as* " 
botK medium of exchange and unit of account. Mtoney 
" as the Mgent of indirect exchange. Narrower definitions. 

“ Money is as money does.” Money sometimes moling 
the loan of money. * 

The subject of this book is money, and this is'the first thing 
which we hive to define. We define money as the means o/ 
payment and valuation : on the one hand, money is the con-* 

Crete medium of exchange, the thing given from one person to 
another te; -payment: and, on the other hand, money is 'the 
- abstract jmit of 'account, the mathematical apparatus used‘To* * 
express-price. - ^ 

Let us take the concrete sense; first, there are the primitive 
types. of money,' desired for their ovvn sake: gold, cattle and 
other things of paramount importance to primitive peoples;” 
second, there are the advanced types of money developed in 
civilised communities', wanted not for their c%n sake but 
-because they can 'be used to buy desirables: postal orders, 
cheques, coins, currency noms, bankers’- drafts, etc. 

^ For the sake of brevity, we shall use two fictitious names, Prof.^Hoot 
and Dr. Coot, the former representing an academic and thepretical point 
of view and the latter a practical, City ” point of view. ^ In order to 
indicate the cleavage between the poir*ts of vw, the remarks and ideas.^ 
ascribed to these fictitious perspns are, in,. places, somewhat ariificial, 
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DEFINITIONS 


. _ All these fc^nns^ of money, primitive and civilised, ,have 

this characteristic in common: that they are generally accept- 
able within a |easona|)ly large economic area in exchange or- 
payment, tor txnytAing which can he bought-^for g^ods or 
services in the .broadest senses. General acceptability is the 
essential qua,lity of the medium of exchange. 

Perhaps it is legitimate to regard misers as mental throw- 
-backs in whom the desire to accumulate money has survived 
the development of money frqpi tip primitive form, of which 
the intrinsic value is vital,’ to the civilised form, of which the 
intrinsic value is incidentair • " 

h?ow f®r ihe abstract side of money : we said that money, 

* in this sense, was a mathematical apparatus, which sounds like 
making the matter more 'difficult than it need be, especially if 
the word, money, conjures''\ip in ou{ mind only the simple, 
conc*!bte pounds, shillings and pence of everyday transactions. 
But ask instead .what is an inch. Can an inch be picked up 
and ]jandled? An inch is a distance, a creation of the mind, 
an idea; it can be thought of or represented by strokes and 
numtos on S. ruler, but itself it is intangible, invisible and*' 
unsu^tantial. So is the abstract side of money, the unft we * 
call a pound, or ai^ other unit of adcount. We reckon in 
pounds, use tljem to compute the total value of miscellaneous 
things; we juggle mathematically with them, multiplying prices, 
dividing values, adding costs and subtracting exj^nses fK>m 
gross promts.* The unit of account is the vehicle 9f our 
thoughts of value, price and worth. Without it, we should be 
rautd and deaf in the economic section of the mind.**^ 

’ • 'Tvlquey has been defined in many wiys ; alnong these, we 
may notice the one which declares money to be the agent of* 
indirect exchange. This is -an adequate definition only if we , 
make the phrase include the abstract side, wfiith it dan barely* 
db without* straining the meaning- of the words; and in an^ 
case, exchange is not the only activity which money* makes 
more simple. %ut yet this definition has* its use, for it m^^es 
clear a contrast with which we shall deal in the second chapter. 
Exchange, which, as thd epunterpaat of specialising in produc- 
tion, fcas given* the world its present riclmess in commodities, . 
may be'of tj/o sorts, eitljer direct or indirect. Direct exchange 
is bartering good for gpod, at; “ swopping ”, jn the word of 
■^her years j and indirect exciRange is,'the more 'advanced fase 
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of -buying and selling, goods against moi%y,|«m«5hey against 
goodst tlie“ money coming in between. Ru viewing a barter 
^yst^ as “the antithesis a monetary ^one, wp can perceive 
points about money whicjj their very farnilfarity^obSSyres. 

Often mcfeey has beefi given definitions nairower than the 
very wide one which we have adopted : some writers exclude 
the abstract side altogether; some stress the abstract sidb and 
iriclude only coins and note?- as the concrete manifestations, . 
so excluding cheques S.nd Jhe like which they are compelled 
to refer to as money-substitutes."'* And some, like,the late 'Prof. 
Cannan,^ just refuse to define monby at all, which saves a lot 
of trouble to those who are satisfied with hazy idEas,- ■“ 

There is an expression, “ Money is as money does.” Any- 
thing, in other words, which serves as money is to be con- 
sidered as actually being, money— *£■ wide ideal directly oppos- 
ing the narrower definitionists and their money-subs*itutes. 
But if we treat this expression as a definition, w6 get nowhere, 
for we ask a? once: what does money do? — a question to ^ 
which a multitude of answers can be given, uivolving many 
tTmbiguities and without achieving an exhaustive desertion 
"bf money’s activities. 

Finally, we may nofice^an important point, made with all 
his charming and lucid emphasis by Mr.^Hartlgy Withers in 
his book. The Meaning of Money. ^ He points out that the 
word, money, standing all by itself, is sometimes used to mean 
the losii of money; two notable instances, he pointy out, are 
“ the Money Market ”, where money is borrowed, and “ the 
price of &j©ney”, which means the rate of interest at which 
r money can be borrowed. It is as if one described a l|:ndthg‘' ' 
library «.s a book-shop, and the subscription as the price of the 
^book. Economy of words has led, as it often does, to super- 
ficiaLabsurdity fn' the case of these two expressions, for “ the 
Money Market” appears to mean the place wherg money is 
bought, >4nd since it could be purchased only with money, the 
namg suggests a ridiculous process. Similarly vtth “ the price 
of money ”. We shall, in general, avoid speaking of the price 
of money, but the other expression, iS' so common and well 
-established that it would be unjustifiable to com“an alternative 

‘ Edwfn Cannan : Mo«ev,*«ghth edition, page 2. 
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The “ real ’’ and the “ nominal income atOi tapitdl. 

Many terms of ordinary speech have special and precise 
meanings in economics; two of ^heSe. we must elucidate fortii- 
' with, the adjectives “ real ” and “ nominal 

“^Real” denotes for us something concrete and actual; it 
refers to gooSs and services themselves. “ Nominal ” denotes 
the tyalue^ of-» things; it gives a monetary expression whereby 
goods and services may be referred to; in fact, the word mone- 
tary may be used instead of nominal (though the converse is 
not true, since monetary hi« a wider meaning). 

Thus real income is a stream b^gDods and services enjoyed 
over a’period of time; nominal income is a monetary expression 
indicating the v'alue of real income. When the Word, income, 
is used alone, it may mean either the real" or the nominal; 
usually the cpntext makes clear which sense is intended, br» 
ProfTiloot, who means real income, and Dr. Coot, who means’ 
nominal income, are likely to misunderstand each other, especi- 
ally if , either sometisnes uses the wdrd in the other sense. 

» • We are adbustomed to speak of a man’s income being £250 
a year,*and__ Dr. Coot, that champion of the commpn point of 
■view, sees np difficulty m using the word in that sens*. But 
the penetrating Prof. Hoot, points out the £250 a year tells us 
only the value of the inconjp; a map does npt feed himself upon 
, •pound notes, he obserYes, nor clothe, nor house himself,there- , 
with; iacome actually consists gf the food, clothing, etc.„bought 
with the £250 a year, which is only the means, not the final^ 
object for which a man works. We clear dp the dispule be- 
tween the authorities by calling Coot’s £250 a year the nomin^ 
income, arici palling Hoot’s stream’of purchases per aSpum the 
;SKireal;mepme.^-ft^ ■ "■ ■ ^ 

The case of capital is worse: Prof. Hoot is interested in 
comparing the amount of railiyays, docks, factories , and 
other big, senh-permaneift structures which different countries, 
possess; so he writes a book, describing all these things as 
“capital”.* Dr. Coot, » the Cjty expert, writes, on the other 
■-i^and, that ^the railways* have**'* too high a capital No-w the 
Professor means what we shall call ‘real capitalf the stoac of 
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valuable tilings at a point of-time. But Dg. C^ot is in trouble. 
ThiiikingAif how we distkiguish between tub authorities in the 
"case" of income, we ought to be able to say ^at #vhat ^oot 
means ^by capital is the gnometary value of real capital at any 
point of time. Now it is perfectly true that he probably will 
use the word in this sense, but we shall also find hun talking 
about the original amount subscribed by shareholders to start 
a railway company a'S its capital, or, as its nominal capitalr 
what he often means by capital? and always means by nominal 
capital, is the monetary. value of the company’s assets at the 
time when it was started. This is an exceptional^ase, for^Coot 
would speak (in the present tense) of a man’s, cdpital or a 
country’s capital meaning the present value of their real 
capitals; only in the case of a coiQpany own&d by shareholders 
does the nominal capital ^ahvays,' and thf capital some^Jhnes, 
mean the original and not "the present value of the real"c^ital. 

We have,* then, three distinct sorts of capital: * 

** if , ■ 

1. real capital, a stock of goods at a point of time (a la 

, ^ Hdot); ' • 

2. nominal capital, which means the contemporary value 
of an amount of real capital; » 

3. what we may call legal capital (always described in the 
financial press, however, as nominal capital), which is 

' the'amount on which companies pay fixed' interest and 
"dividends. " . 

ThufVe shall say : » • 

, * * , m • 

t 1. ,that a railway company,has a real capital consfeting of 
a permanent way, engines, carriages, trucks and stations, 
n , and perhaps of docks, wharves, steamers and hotels as 
well; 

2. that some rich man hh-S a nominal capital of £10,000,000, 

^ 3 . that the legal Capital of a certain firm is oRily £ 1 , 000 , 000 , 
although the present value of its real capital is more 

„ nearly £2,000,000. , r 

We shall avoid speaking of the nominal capital *of com- 
panies, so as to preclude confusion between the*" use of that 
expression by flie financial press? when it means what we ha^ 
called legaNcapital, and the strict sense in which the words 


mean contemporary value, as they do when applied to a* man, 
a country, or thl world. -» ' ^ ^ ^ 

We ai;e a(^ustom5d to speak of £1 shares and of those 
having other original, legal valpei?;; the present (rJominal) 
values, which appear when the shares are bought and sold on 
the stpek exchanges of the world, are different; it would be 
a coincidence if they were the same, Some shares, not un- 
icommon in the U.S.A., have no “pas” value; they have a 
presant value, but their legal <^aluc has never been fixed. A 
company having a legal capital con§isting'*solely of shares of 
no par value., would have a legal capital of zero. All legal 
capital is debt, what has been borrowed from shareholders and 
debenture-holders. 
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Money analysed according to its substance: copper, “ silver ”, 

gpld {commodity money), paper and nothing. 

Xbp medium of exchange is a gdhus which hks several, 
species. We can split it up in a very sjmple way according to 
the various things it;^s made of — an analysis according to sub- 
stance. But if we were to analyse the money of every country 
throughout all time, the process would become outrageously 
Ipng, so we'will limit the analysis drastically and ebnfi^e our- 
selves to England during this century. Then we find money 
to consist of five different things : 

, J. copper; ^ 

2. silver”; , , 

3. gold; 

4. paper; * • • , •' 

. 5. nothing! , 

The first three categories, of course, are (or were) aH coins, 
known collectfrely as the coinage; this is* issued by the Royal 
Mint on behalf of the state to the Bank of England. These are 
the different coins of this^ century# ^ • • 

^-;^';-io;::|^(3dpper: ;ld., d,; |d.^v:".' ^ v • 

2. “•Silwr”: 5/-, 2/6,''2/-, 1/-, lid., lOd., 9d., 8d., 7d., 


We'have UBderlined the coins which are important .to-day, and 
put dotted* lines under thp farthing and ihe %reepenny bit 
because they are now only little used.^ iVpry jccajionally a 
crown a/-) of Oueen Vi^itqria will be found m cireulation. 
There is, every year, a special issue of “ silver ■” coins, called 
maundy money, comprising a complete set, from a penpy fo 
a shilling, the threepenny bit, sixpence and shilling being the 
same as the ordinary ones; the issue is quite unimportant, and 
few people have ever seen* the /intervening coins. We have 
written the name <51 thq second sppcies in inverted commas, 
“ silver ”, because, since f920, the “ silver ” coin^ issued have 
been half silver and half base metal;® actually, ppre'silvef (or 
pure gold) is too soft to make good .coins, wherefore a very 
little alloy (7J%) used to be incogjorated in' {he coins before 
1920. Thus, we have now ^‘silver” coins current, some of 
which are “real silver” (92|-% pure) and "some “ fifty^ifty 
A limited number of crowms and half-crowns was issued in 
1935 to commem'orate King George V’s jubilee, but thes® are 
Visually kept as mementoes so that they do not circulate. 

IT gold coins have Seen issued since 1914,® arid they sensed 
to circulate during the early months of the War. But there is 
one thing of the greatest* importance t^ notice about the 
sovereign : the piece of gold of which it was oomposed was 
always worth exactly £1 as gold;* it never varied while the 
SQverejgn was in circulation. We say that the metallic value oh 
the coin was the same as its face value, and this was* true only 
of the sovereign. The silver obtained from a shilling of 92|-% 
fineness was woyth, ui 1914,^ only about 5d., and similarly vdth^ 
.other " gilver coins; the difference befween face vali^ Md'" 
metallic value is even greater 5n the case of the silver-alloy 
'(joins of torday; the metal contents of copper coins have always 
been "worth much less than their respective face values. 

^ Sinci^'these words were written^ the new twelve-sided threepenny piece 
of George VI has been "^issued; it may be expected to ^ome into more 
common use than its “ silver ” predecessor. We may class it as a copper 
coin since that metal more than any other gives its colour to the newcomer. 

2 A base metal is any metal qxcept gold cvs silver; platinum and other 
very rare and ^precious medals would not ber called “ baser”, of course, but 
" they are not used in making coins. ^ 

^ Certain gold pieces have been issued to commemorate the c«tronation 
of King George VI, but their issue price was ffr above their face value and 
they do not circulate. , , ^ 

^ M the ooin was worn, metal obtainable by melting w^s worth 1e^ 

of course; two Half-sovereigns weighed sligbUy less than one sovereisjn. 

' ■■■ 
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A coin^ whereof the metal content is worth tha- fac&» value, 
is called a fud-bodied coin; money of this sort i^ very rare 
to-day. and all space for a moment, 

however, we 'find that fuU-bodied r?oney, whScli we *hall call 
commodity money, is a very numerous species indeed; for 
cbrnniodity money includes, as well as full-bodied coins, the 
cows, furs, stones, shells and all the other things which have 
passed as money among primitive pe9ples. We must notice 
thali commodity money first glassed current because it was the 
one supremesly important.,thihg to thg pec^le of the commun- 
ity — important for food, for ornament, for defence or for some 
othSr purpose. But commodity money developed until it was 
wanted rather because it was money than because it furthered 
some simple n^ed. We shall return to this subject in the third 
chapter. (Note : this term, commodity money, will always be 
usesa to mean full-bodied money;’ some writers have made it 
mean dny sort of money except paper money and bank 
deposits, with some show of reason, but, on close analysis, this 
does not seem to be the truer use of the word.) ^ 

Qur fourih species, paper, consists'* almost entirely of^notes» 
In England, during the century, we fipd £1 and 10/- currency 
notes, which were issued by the Treasury (and very often called 
treasury notes) to the Bank of England, from 1914 to 1928, 
to take the place of the sovereigns and half-sovereigns, which 
,were discontinued in 1914. These notes were ’superseded, 
after the> Currency and Bank Notes Act of 1928, by Sank* of 
England notes of £1 and 10/-. For long, the. Bank of 
England had been issuing notes for bigger amounts, £5, £10 
* and higher,^ but these are not important. Both treastay and* 
bank notes are now called, rfther loosely, government papef, 
which is a sensible name, however, becatise it is ultimately 
.the government which decides how many notes shall Be 
/■^made. * 

There uSgd to be a very small numl?er of notes issued by 
a few small private banks, but these issues had all corns to 
an end by 1921, and no new ones by private banks can be 
started. Thore are afsa travelldts’ cheques (which are •more 
likewnotes than cheques), letters of credit, and postal orders? 
which* are*paper mon^ of a special sort, but the first two are 

^ £ 20 , £50, £100, £200, £500,Snd Tl.OOOw there also exist sorae^higher 

values used only among the departments or the Bank. ® ^ 
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not sulicienjly important for discussion, and evprfone knows 
what a postal order is and how it works. i ’ , ^ 

^ Finally, 'we come to &e mysteriouSf and shadowy fifth 
species ^^hich is^made of-^nothing! But ihedia of'tliis sdrt 
have a name; they are called'' deposits.^ Deposits are sums of 
money which a big bank {like the Midland or Lloyds) owes te 
us; they do not consist of anything tangible;- there are entries 
in the bank’s books to^say that it owes us so much, and we 
can make a payment to soi^eon^ else by transferring par| of 
what the bank owes oo us to whaf it oWes to him. ^his process 
is, of course, “ payment by cheque in a very brief manner, 
on the cheque-form supplied by the bank for the ''purpose,*' we 
write instructions to the bank to pay A. Smith, Esq., £10, and 
sign our name on the front of the cheque; Mr. Smith then takes 
the cheque to the bank ai^ “ pays tf in ”, signing his name on 
the back. The bank adds £K) on to the amount which iWives 


to Mr. Smith, ^and subtracts £10 from the amount which it 
owes to us, thus completing the transaction. The figures in^the 
books of the bank have changed, but no tangible money lias 
Men moved. One may say, if it helps understanding, that 
&posKs consist of the figures in the bank’s books; they*" cer- 
tainly consist of nothing “'elsf. ^ 

It is perfectly true that notes may be got frqm the bank 
in exchange for deposits. But the bank keeps only a, small 
amount of notes; it would not have enough to go round if all ^ 
the depositors went in one morning and made out cj^eques to " 
self for the whole amount of their deposits, demanding notes in 
exchange.' Actually,'' banks cn England keep notes and coins 
•-totalling about oiie-tenth of the amount ef their deposits.® ' 

^ There is a verbal ambiguity regarding deposits. They are ox two sorts, 
hapiely, dem^nd-depp&its and time-deposits, which the banks designate 
respectively current accounts and deposit accounts. It is necessary to give 
ncrtice, usually a week’s notice, to the bank before drawing cheqHes upon" 
a time-depoCit account. Thus it is^a question whether time-de]Sosits should 
be ranked money or as^ investments, capable of being transformed into 
mone^, of course, but not actually being money at any nfbment of time. 
Poinft’of detail can be adduced in support of the view that all deposits 
should rank as money, the period of notice being neglected for this purpose; 
this i^ the more common classification an4 fue one which will apply 
throughout this book. * ^ r 

® Yet we reckon deposits to be part of the medium of exchangq^^ ^hich 
we have called the concrete side of money, because paymentr-is made bv 
means of their transfer. It is an apparei^r'verbai ^'contradiction, which cannot 
be avoided, ^ , m 

^ TMs tentH, 'vdiich is what^ke banks cifil cash ”, is not allTn the forrn^ 
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Above,\^Q_ us^d the phrase “ payment by cheque ’V' 'which 
makes cheques sound as if they were money; they are not. 
The cheque ig only the instrument whereby the invisible money 
is’transferred. When, therefore, spoke ii^ earliei;, sections 
of the chapter of cheques being’ money, we were not in fact 
Correct. If we compare pajTnent by note and payment “ by 
cheque ”, the cheque itself is analqgous to the action of hand- 
> ing over the note, not to the note itse]f; for when the note is 
put,away in our creditor’s poqket-hook, he has been paid; when 
he puts away a cheque instead, he possessos only the means of 
getting paid, which will occur when’the bank adds the amount 
on fo his’de^osit and subtracts it from ours. 

We may notice that there are other agents besides the 
cheque for the^transfer of deposits: there are written instruc- 
tions sent to the bank to "'‘con’^iert money to someone else; 
a banker’s order, ^hich is like a cheque except that the sum 
named may be payable not once only, but once^a year or once 
a njpnth; and a special kind of cheque called a banker’s draft 
which is a cheque drawn by one bank on another. We said 
thatjhe ess&tial thing about the medium of exohange wa| 
that it should be acceptable, that is to say, that it ^ould 
circulate or pass rqund and round as" payment from one man 
to another. Cheques and other agents for transferring deposits 
do not circulate in this way. 

, In the fifth species, the nothing-money, there is, however, 
another element besides deposits: we shall call it available 
overdraft, but for the moment we shall say only that it works 
as money in just the same? sort oWay as*deposits»do. (Avail- 
* able overdraft is explained at the end of the next section.) » 
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The monetary groups: legal tender; currency, cash; token 
money and representative money; fiat money; bank money; 
substitute money; credit; overdrafts. ’» 

We have already, speaking of our five English sphcies, 
said'^s^mething of three groups of money (coinage, commodity 

of notes and coins, readily Availabltei iii their tills; part of it consists of their 
“^j^eposits at Jhe Bank of England;* these can be withdrawn b:^the banks in 
the form of currency, howev^* • a ® 
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money -4 and ^government paper). Now we^requir^ to define 
certain other groups. The_^ groupings overlap sJnce they have 
been made 'in order to eniphasise different ^cha^cteristics of 
money. ,Just as^we can amlyse the same collection 6f.peopie 
in different ways, dividing them into French, English and 
German, or into male and female, or into children, youths; 
adults and aged, or into bloijde and dark, so also can we divide 
money into categories vv-hich -are sharply distinct, like male , 
and female, or into categories .which shade gradually into 
one another, like bknde and dark;,_or into groups^whose char- 
acteristics require careful definition as in the case of 
nationality. The groups of money are of differeifc degree? of 
distinctness. 

Let us take as our first money group legaLtender; here the 
line demarcating this sor|; of^moil5y is quite clear since, as 
the name suggests, it is laid down in law. 'Legal tender aslthe 
lawful form of ^payment which a creditor must accept in pay- 
ment of a debt; other forms of money may be accepted if ^the 
creditor chooses. 

* The laiv was concerned with debts before it w^s concerned 
with nfoney as such: it had early to decide whether a debfhad 
been discharged properly; ceftain forms of r^oney were decided 
to be a good discharge of debt. It is these forms of payment 
which are called legal tender. 

In our fiTe species of twentieth century English money, the ^ 
thil'd, g61d coin, was unrestricted legal tender; the plane of the 
gold coins was taken successively by treasury notes and Bank 
of England notes, both of which inherited the legal tender 
(Status ef the gold coins'. It does not matter how large js the 
sum owed : if we owed someone a million pounds, we could 
pay him (to-day) with a million £1 Bank of England notes. If 
he refused to accept payment in this form, and demanded a 
cheque ing^tead, he could notjorce us, by going to law,''to pay ' 
him in the way he required. Conversely, we coyid not force 
our ^creditor to take our cheque for £1,000,000 (or for any 
amount) if he did not want it; he could sue ns at law success- 
fully for a million pounds in Sank of £hgland nptes. 

- Part of species 1 and 2, copper and “ silver ” coins, c!?eep 
into the legal tender category : copper ^ legal tender up to a 
shilling, and “ silver ” to £2. T%e reason for these limits is 
clear fmough : it would be^ntoleracie if a spiteful debtor werc^*" 


^ , DEFINITIONS I 

permitted Jo mak^ large payments in copper in order td annoy 
his creditor. * ^ ^ ^ 

^ Agayi, the fact <that some forms of payment are not legal 
tender «iay be understood readily :*,this is so for the protection 
of creditors. We have decided that a cheque is not money, but 
It is^ at least, a way of getting money and the most tangible 
thing there is in the shadowy species 5. But, if the law made 
* “payment” by cheque a coihpulsosy quittance of debt, a 
crciditor would be liable to defrauded by accepting a worth- 
less cheque.* Thus none^pf the instrpmeifts for the transfer of 
deposits is legal tender. 

*In other countries, laws of legal tender are much the same 
as in England. The notes of small private banks are never 
compulsory mphey; most other notes are. Sometimes a govern- 
ment agrees always to accept notes of a certain sort in payment 
of tales; that has the effect of making them pass in circulation 
as easily as legal tender. Cheques and the like are nowhere 
compulsory. ’ 

The teri|i currency means coinage and notes together, the 
whcJ.e of the tangible media of exchange except the* three paper 
oddments, postal orders, letters of credit and travellers’ cheques. 
This applies to alhcountries. » 

The term cash seems to have no less than seven separate 
meanings : ^ 


* 1. anything which is customary in payment — syn(»iym 0 us 

with media of exchange; 

2. coins and notes — synonymous with curreney; 

• ■ 3. coin only; , * 

4Tthe smaller or subsidiary coins, particularly excluding 
any full-bodied money like the sovereign; 

5. small change: any media of payment less ifi denomiifa- 
tiog than a certain (unspecified) amount (translating 
the French word, moimaie); 

J. the currency in the tills of joint-stock banks plus their 
deposits at the eentral bank. » 

Thus^cash is a bad, loose word, and we shall avoid it so far 
as possibl*; in speaking; of banks, however, we shall employ the 
.word, in the last of the sen§.6§ given. 

• We ctescribed the ^oVfereign as*(full-bodiad)“comEaodity 
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money' Every coin which is not full-bodied is a 'Token, and, 
taken together, they are cajjed token money^. • Sometimes, this 
t§rm has been used to include, as well as cpins^y other media 
which are notiril-bodied, feut we shall not use token nKineyIn 
that sense. Full-bodied coins are now extremely rare, for gold 
coins have all but disappeared." There have been multitudes 
of -gold coins, full-bodied, in the past, however; furthermore, 
most of the silver coins,of the'^ast, more numerous and more 
important than the gold ones-, wer<e full-bodied, but the prei^nt- 
day “ silver ”, and even present-'day^real silver co-ins (like the 
delightful Swiss five franc pieces), have all lost caste and 
become tokens. But base metal coins, with very few, exceptions, 
have always been tokens. 

Akin to token money is representative money, which means 
those notes which are freely eonvCTtible into full-bodied com- 
modity money. There are fio examples of This sost of racney 
now in England, but Bank of England notes were of this sort 
until 1914; for a holder could take one to the bank and demand 
of right to receive sovereigns for the amount of the note 
broug|it. This sort of money represents comm<5dity mpney, 
but sirice the latter has almost entirely disappeared, representa- 
tive money has inherited the legal tender ^status, so changing 
its nature. We need the categories, token money and repre- 
sentative money in order to bear in mind why those sorts of 
m^ia becalne readily acceptable in exchange and payment.. 
From the point of view of acceptability, there is n6 r«?al differ- 
ence between the two, and we might say that the note is a paper 
token, or thSt thp token coii? is a representative note with the 
'words and devices fashioned on metal instead of on papers We 
utilise separate names, however, because the two categories are 
■different in^, substance. 

If Ve divide a nation into working and leisured — the line, 
between the two is difficult -to draw — some people v^l pass 
over witfl the flow of, time from one group to t^e other, and 
son>e will die. Similarly, full-bodied coins pass over into the 
token class, and some in each class die. Base metal coins, on 
the oTher haod, have been leisured aH fheir lives in the sense 
that they have never worked as full-bodied coins. It wsuld 
seem, however, that some sorts of comnfodity money, the cows 
used as money in primitive socid^es fof instance, could never, 

^‘'We may nfglect, here as Elsewhere, file gold coins of Geofge VI. 

MSSilSRWlfigiliis# e- 
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leave the forking life and enter the representative class? In 
such a case tfere is no question o| melting down do see what 
the content ifi worths A cow is a cow, and it would seem that 
tEere is- no more to be said. But on?, cow differsth from another 
in glory. Do lean kine degenerate into token cows, while only 
fat and well-favoured kine are “ full-bodied ” cows? Rarely 
so: "^the lean kine rather die a monetary death, from which 
better pasture, of course, may 'Yield lesurrection.^ Notes, of 
course, were born rich, inherited 4egal tender status, and have 
lived all theer lives in thejeisured class, cGver working as full- 
bodied money. 

^Still ropsidering why different sorts of money are accept- 
able, we must notice the group called fiat money. Money of 
this sort circuljates because the state says that it shall be legal 
tender. The great bulk of fiat-money is composed of notes, 
though token coins'are also fiat mbney in a sense. An obvious 
example of fiat money was given when the government issued 
the.treasury notes in 1914. But there are others besides govern- 
ment notes : we said above that when commodity money dis- 
appears an5 representative money inherits the legal ^tender 
status, then representative money changes its nature; it becomes, 
in fact, fiat moneys But we shall observe that fiat money almost 
changes back into representative money if a country adopts the 
gold standard. Mr. J. M. Keynes, the great English economist, 

, has called fiat money co-existing with a gold standafd “ ijjanaged 
money ”» J'ust what this means we shall find out in Chapter IX. 
To-day, all English notes are fiat money, and so, in a sense, is 
the whole of the coinage." " " ' , ^ 

j\,larger. money gfoup is the one called bank money, whicji 
consists of notes issued by ‘banks together with the ghostly 
species 5, deposits. We are thinking, when -we use this terpC 
of where the money comes from. If, however, we want t6 stress 
rather the* manner wherein the gseat mass of money -came into 
being, we sp?ak of substitute money. The two may noT: be quite 
identical: bank money consists of deposits and bank notes; 
substitute money consists of deposits and all notes; if there are 
any treasury, notes in existence^ the larger gropp, substitute 
mo«e^, includes these, and the smaller group, bank money? 
does not. «. t. 

And finally, what 4s cre^^t? In the financial sense, credit 

* ‘ S6e J. M. Keynes;, A yreatise orf^oney, 1930?page 13. 
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is. strictly speaking, a belief in payment or in repayment. 

As applied to shops, it is the belief thaft^aiteuslomer who 
does not pay for purchases at once will do^o later^ As applied 
to bankSf it is thp belief tha^t a customer who 'borrows 'a, sum t)f 
money will return it later/ By extension, the word has come 
to mean not only the belief but also the sum of money itself 
which the banker lends by reason of his belief or confidence in 
his'customer. In England; from a third to a half of all deposits 
are credit. The banker fendspiothjng tangible; he merely enters 
a figure on the crei^it side of his customer’s account ancf an 
equivalent figure in his 'records of loans to customers. His 
customer can by cheque transfer the credit-deposif to -someone 
else, just as if it was an ordinary deposit without an equivalent 
sum entered in the banker’s loan books; that is, the customer 
can make payment with c:f^itjust as well as wifh an unencum- 
bered deposit. And if moneyus required in tire form of cuBrency 
instead, everyone supposes that the banker will have currency 
enough. How'’ does the banker manage to lend this credit 
money? He creates it. Is there any limit to the amount he 
^an create There is: we shall see in Chapters *V and XW 
•how the limit is reached. And how were the unencumbered 
deposits created? That'wijJ appear from ^he banks’ balance 
sheets analysed in Chapter XIV. 

In conclusion, the overdraft : we attach the name credit to 
certain media of payment in order to remember why. they came 
info existence. From this point of view, available -overdraft is ' 
identical with a credit deposit; available overdraft is credit. 
The difference between obtaining a credit-deposit on loan and 
obtaining an overdraft is this : Ihe banker, in the second case, ' 
does not place a sum to the credit of the customer’s account; 
.instead, he makes a note on the account of the amount of the 
ot'erdsaft, say £100*. Thereupon, the customer may, after draw- 
itJg on the account until thgre is nothing left, ov&fdraw the' 
account wntil it reaches minus £100; he then possesses a minus 
quantity; that is, he owes the bank £100. '' 

At a given moment, let us suppose the amount overdrawn 
to be‘»£62; this amount (as weB as the tpfal permitted) is spoken 
■of as the overdraft; the difference between the' limit figure, 
£100, and the amount overdrawn is £38;^it is this ampunfwhich 
we have called available overdraft® the part at any time remain- 
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We ma^ notice that the bank charges interest p -t&e 
customer oh the whole of a loan; he charges interest not on 
the limit figup of overdraft, Mt on the amoulit actually 
overdrawiL ^ m 

We may now summarise theTeSults of this*" chapter in a 
table. Our team of monetary groups occurs in column, on the 
left; Our five species are shown as^ column headings together 
^ with a column heading for the ceason why we want thirteen 
groiy names. The entries in^icatp to what extent the groups 
are compose^ of the different" species and# why each name is 
required. (See page 18.) "" 

• BOOKS 

In general, there is no purpose in any reader, other than a 
philologist, investigating definition^ dif^rent from those given in 
this ^liapter unless he wants to read" the works in which they are 
contained. ♦ 

Eor those who wish to read argument about the meaning of * 
words, there is discussion of the definition of money in a difficult 
book, not suifable for those without a cbnsiderable kiTowledge 
monetary theory, by Prof, L, von Mises: The Theory of Money and 
Credit^ English Edition, Appendix page 434, and Chapter III, 
Section 1, and^pages^S, 36 and 37. Although Prof. Mises defines 
money as the ‘medium of exchange only, he finds no fault with 
Prof. Monger’s concept of money as a price index (ibi^., pages 48 
und 49). \ % * 

For bdbks containing narrower definitions, and in general, see 
books mentioned at end of Chapter IL 

For money used in the sense of *a loan of mpneyr see Hartley 
*Wither|i: The Meaning df Money > 1932, Chapter L The Meaning ^ 
of Money is simple and excellently written; the general reatier and 
the inexpert should read it with great profit; likewise Money, 1935,’*^ 
by the same author. * * ♦ * 

Regafdiijg income and capital, a whole book has been written 
examining tha concepts in detail: frving Fisher: The riature of 
Capital and hitome, 1927. 

Concerning cheques and deposits, see D. H. Robertson: Mofley, 
1935, pages 49 and 50.' * # * ' • 

The definitions of Section 5 follow the general -.lines of Mr. ^ 
K&yrUts'^ well-known work, A Treatise on Money, 1930, a book of "" 
the greatest importance, but difficult. For a different treatment, of 
a simple and useful natilre, see*D. H. Robertson: Money, 1935, 
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Media of«^xchange. 

I. 

Copper coin. 

I; '** Silver, com. 

Gold coin. 

IV. - 

I'^otes. 

V. ' 

Deposits and 
avjiiable 
ovs-rdraft. 

Why the rsanies ^ ' 

are required. 

♦ 


All 

All 

AH' : ■ 

n.. 

None 

' Nob« 

Emphasises ' ^ 

cqrnmoa 
rorm 

2. Commodity 
money' 

None 

;■ anywhere; 

'None ,now’ 
anywhere " 

Almost all 
everywhere. 
Sovereign 
aad others 
once U.K. 

None' 

None , „ 

'7 

Shows 

circulation 

reason 

3, Government 
paper 

None 

None « 

*■ , 

None 

All now 

r> 

None 

s 

Indicates 
ultimate ^ 

authority 

4. Legal tender 

U.K. up 
to 1/- 

U.K. up 
to £2 

Unlimited 
before ^914 

UnilmitcsS' 

' Never^'.' 

Stresses 

power of s 

State 

5. Currency 

All 

AU 

An 

All 

None 

Emphasises 

tangible 

form 


Ail 

All 

? 

? , 

Raxely 

? 

— ^ — '4 

— Token money 

WiiMMSi 

r! 

AH now I 

Hardlyeyer 

anywhere 


, None 

' 

Shows - 1 

circulation *; '1 

reason JJ 

8. Representative 
money 

None j 

None 

None 

h\'. ^ 

1 AH in 
origin: not 
in U.K. now 

Norlb 

Shovfe 

circulation 

reason 

>>. Fiaf money 

In a 
sense 

in a 
sense 

Strictly 
U.iC half- 
$ov£ in a 
sense 

c 

AH now 

Never 

Shows 

circulation 

reason 

, , - - — 

70. Bai& money 

^ None 

None 

None 

Nearly all 
now every- 
where 

AJi ’ 



Indicates 

source 

* 11. Substitute 

money ^ 

None 

Non| 

None 

AH. 

All 

Emphasises 
function : j 

and origin 

” I2. Credit 

Not 

usually 

Not , 
usually 

. Not 
usually 

ffi 

^ot now 

P^iTt ' 

M 1 ' 

' Stresses 
-why exists , 

, , 

B. Overdrafts 

iT 

None 

ee 

Non^ 

#» 

None 

None 

Paft 

(smaller ' 
12) ■ 

Indicates 

technique 

of creation M : 
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• MONEY VERSUS BARTER 

. ■■ 

• ^ • §i 

The significance of the unit of account: standard of value and 
of exchange'^eommon denominator for precision in calcula- 
tion. Customary ratios in banter.^ 

• * *" ' ' 

^ In tBe third section of Chapter I, we fouqd Prof. Hoot 
speaking, in a somewhat academic manner, of real income, and 
Dr. Coot speaking in a more ordinary, common-sense way, 
about nominal income. Consideratiofls regarding real things, 
have their uses, but if we were connn^ to matter of this* sort, 
to the exclusion oi nominal considerations, we should find 
ourselves very severely limited. 

Prof. Hoot, for instance, could find no precise way of 
^comparing two men’s real incomes; he could not give even a 
complete iiist* of all the goods and services which a msih coft- 
sumes in a year. And this question of comparison is very 
^important in many ways; tfpon it,"to take’one^majbr example, 
depen<is the estimation’ of profit and loss, which is the guiding " 
principle of capitalist enterprise. The process of comf>arison* 
is made possible by thinking in terms of value; it could not be 
effected extensively in any other way. For these considerations 
of value*w0 depend upon the unit £if account. , * 

We describe the function of the unit .of account by saying 
that money serves as a standard of value and of exchange. The 
expression means only this ; that we express the value of every- 
thing in the same terms, the monetary units. Actually, there 
is nc«; g>ne monetary unit for the whole world, of course, but ’ 
many: pouwi, franc, dollar and so forth; but all these monetaiy 
units are linked up in fee fqrftign exchange markets, wherein 
et'ery naticmal currency can ’be excha»^ed for evgry^therj* / 
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" \/itiiov.t using a concrete medium of exchail|e at all, we 
could often effect exchange in a satisfactory wdy if we possessed 
a unit of account, capable of acting as a>comm<m d^pominator 
of valr^e. A wants to bpy_ an axe from B, wbo is willm§ to 
accept A’s corn in exchange : if an axe is worth five knives and 
a knife is worth two measures of corn, then the exchange c*an 
he effected, an axe againstien measures of com, by utilising the 
monetary unit, in thisxase alcnife. If all prices are expressed- 
in the same unit, then tliey can be related to one another 
directly; that is, the values of any goods or services can be 
related to each other. 

The only alternative to a system of indir^tf moiietary 
exchange would be a regime of direct, barter exchange. Apart 
from the great tedium of learning the valuer pf every good in 
terms of every other, a system clearly inferior to the monetary 
one wteein all goods are expressed in the same terfns, the 
decisive consideration must be urged that a system*' of fixed _ 
barter ratios, known to exist in simple communities, could not ' 
_.co-exist with economic progress. As methods of production 
/improve, 'first one godd and then another is produced more 
cheaply; therefore prices, determined, in the short run, by costs 
of production, must fluctuate; customary' ratios of exchange 
cannot endure. Transition m value relationships is brought 
about simply and comprehensibly by price fluctuation; in a 
barter regfme, fluctuations in value would produce grave dig,- 
idcati&n and probably chaos. A vast barter market wherein 
all goods were dealt in at changing ratios is not a feasible 
system of dxch^gef It is ^orth aTittle space to point out th^ 

• obvitfus conveniences arising from thef use of money, ifindeni* 

‘ ably a necessity in the modern "^orld, in order to preserve some 
|ense of proportion in the face of criticisms of money to be 
mad6 in later chapters. 

* » §li * 

Significance of the medium of exchange: ^barter requires co- 
incidence; money generalises purchasing power, makes for 
,, full satisfaction in exchange. Barter tolerdble only ^vhen 
exchange small. Divisibility of money: one-sided transfers. 

Of the two ehief functions of'^none}’, as unit of account and 
medium cS exchange, ife formei* k usually considered to Be 
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, the more es^ntial for modern society. But there is mu4lf to 
be said for the "view that, in less advanced commrpities, the 
medium of exfhange function is as important, if not moffe sot 
thef conclusion depends upon the sta^e of devgiojiment of the 
community of which we are thinking. For, to reckon in terms 
oFa unit of account is to think in abstract teims, an advanced 
type oT thought; thought about valu$ is very much easier if tl^e 
.unit of account is identified with some.concrete thing, like a 
shillytg. Then, when we consider the value of some object, we 
can picture i» our mind four shillings and»can ask ourselves 
whether we would rather liave the 'money or the object in 
quesfton. -^iAple preference is a primitive habit of mind; it is 
a crude and fundamental way of thought, easily evoked among 
savage peoples ap4 other small children. The mental transition 
to a unit of account comes later, aide^by the eiarlier condition 
wherein the mediunf of exchange is paramount. 

It is ft well-worn truth that barter requires qpincidence in 

** exchange. The impoverished student who desires to sacrifice 
his gramophone in order to get books can, in his extremity, 
obtain money*for the purpose; his problem is differeht in Jcind ^ 
in a barter regime : he must then find gomeone possessing the 
books who will accgipt a gramophone. It is one of the great 
virtues of money that it generalises purchasing power: with) 
money, .a man can get in exchange generalised purchasing' 
gower wherewith to obtain anything which he hifiiself may 
require. He 'can buy a little of the produce of a hundred 
different men if he wants to do so, or he can lay aside the 
money and save up for on's big thing; to*be given money in 
Exchange is to be given* the magic thing, which can be tamed 
into any of the manifold tiling which money will buy; it is* 
implicit in our definition that money has general purchasing, **' 
power. " « 

The iIse«of money makes for full satisfaction in e?(Change." 
When we sayfliis, we do not suppose, of,course, that ft is the 
same thing as saying that every indirect exchange, effected 
through the medium of money, is certain to be considered 
entirely satisfaiptory. Frequently,* we buy things, which *dis- 
appokt^us. All that is meant by the expression is that there * ' 
is no reason«why we should buy things which we do not want, 
whilst it would be difficult in."® large volume ©f direct barter* 
n<Jt to acquire things which Wfe did noWbally require.'* It is true 
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that Ve might limit the number of unwanted and* half-wanted 
things we (got by refusing^ to do a large voUiifle of barter, but 
’then,'' evidently, barter would become difficult f to ^o, and it 
would be hard^for us to §!fct,the things which we really wanted 
badly; The use of money solves this difihculty. 

Barter is only tolerable, tlien, in very simple circumstancSs, 
as in the case where an agricultural community marches with 
a pastoral tribe, so that suriJlus wheat can be exchanged for,- 
surplus sheep at almost anj^ratia to mutual advantage; or^s in 
the case where two*'warrjqrs agree tp specialise, the one making 
bows and the other arrows, in order to obtain a larger product 
for equal division. But as soon as division of la^oiST develops 
to a considerable extent, money becomes necessary to facilitate 
exchange. "j,, 

Readily divisible monetary units make small purchases 
easy; we may imagine a future society in which ouf “petty 
requirements ™are made free to us; until those days dawn, we _ 
shall remain beneficiaries of the minor media of exchange for ” 
pennyworths of goods and services which it v/ould be difficult 
r to acquire by subscription. 

Again, the medium .of exchange serves us well in providing 
us with the means of giving gifts of a nature to be determined 
by the recipient. As a particular case of this process, we may 
observe the payment of taxes to the government, which provides 
what it deems necessary and takes what it needs for the purpose 
by buying or hiring its requirements with money «■ raised by 
taxation. 

'V; :v:: ■ , ■'■■A':' ' 

§fn <■- 

Jransactigns oyer time: interim of indirect exchange may 
lengthen into saving; money as a store of value; conversely, 
deferred payments. Mobility of capital: saving and invest- 
ment. Imperfection of money over time. An^^ durable good 
c as a store of value. 

Money greatly facilitated transactions over*time. A man 
= buMing houses may wish to assure his supply of bri<rfcs in 
advance, so that he will not have to wait for delivety when one 
"house is completed and he is re&fly to (legin the next. Perhaps 
he has agfee^ to sell tte^one at present in building’ for a fix'd 

" ' ^ ■ c,,,.. 
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sum, which #ili enable him to buy more raw materials; b^t'he 
will not get’ thfc price until the present house is /eady for 
occupation by?} the, prospective owner. He therefore orders* 
bricks for future payment and future^elivery. 'S^ylat cwuld he 
do if there were no money? The value of the sum of money 
agreed in a future contract could be assumed, with tolerable 
accurdty, to be stable; when there is confidence in the futurp 
,yalue of the payment to be received, .then dealing is easy. 
Dealing vvould not be easy if. a man offered to his suppliers 
some ordinary commodity as* future payment, because the 
value of the commodity might changfe significantly during the 
interim. • 

In the system of barter, there is no interval of time; the 
action which “ s^Us ” one thing automatically “ buys ” another 
in exchange. It is otherwise Vith.moqey; for, when a thing is 
sold £o» money, the feller, receiving the money, may not at once 
spend it.* A very small length of time must elapse; quite an 
appreciable one is very usual; and the interval may be, quite 
easily, of long duration. If this interval between receiving and 
spending monSy is months or years in Ibngth, we lodk upjn it •• 
as something different from, a short lag, and call it saving or 
hoarding. * . 

If a man consumes less than he produces, then clearly he 
has something to save. What is the best medium wherein to 
store his savings? A man might hoard food, b^if that is 
difficult because much food is perishable. Money is cer^inly 
the best medium in which to keep savings, for a great part of 
ordinary saving is done with a view to pro^idiqg ag'ainst some 
finknov^p contingency, its purpose is security. Because We do ^ * 
not know what trouble may arife, but only fear some untoward * 
unknown, we do not, of course, know what-sprt of. things it. 
would be wise to lay aside for the rainy day. If we lay feide 
money, Wfe shall have something vsdiich we can assume to be" 
convertible intp anything we may want when the raiJiy day 
comes. Money, then, is the ideal store of value for the man 
who provides against future trouble. 

Investment was possfole even id the days v/hen saving con- 
sisted of “ much goods laid up for many years ”. A rich man 
might pay f«od to employees, but few would possess savings 
upon a scale sufficiently krge tcfmake such a proceeding words — 
wMe. Small savings would* tend to«be nothing, better than 
■ - Vi 23 
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sterile hoarding, food and other things stored a-J/ay barrenly 
for the futore. . K > 

■ Money is more mobile in investment.-- Now,iithei;s are such 
things ss Post Office saviiigs’ accounts, a network of- Savings’ 
Banks, and even the big Joint Stock Banks make provision, 
with money-boxes, for mobilising the smallest savings, shillings 
and pennies, for, when the banks get the money, they use it. 
An organisation for rnobilisffig saving in the form of concreter 
goods could not be so efficient ag-this, so that capital (for saving 
is capital) would life idle, w'hich would be a waste of resources 
such as a poverty-stricken world cannot afford. 

It is easy, in addition, to transfer savings from, crfie sechrity 
to another in a monetary economy : we simply sell our shares 
on the stock exchange, and buy something efse. This is very 
important because it enonurages investment. If a man felt that 
he would later have difficulty in finding a buyer for some‘sl3ares, 
which he contemplated purchasing, it is likely that he would ^ 
decide not to buy them; and if all shares were of this sort, he 
would perhaps prefer to keep the money in a box at home — 

^ sterile hoarding. Now it is very unlikely that a barter economy 
would permit of the existence of a highly organised stock 
exchange, so that, for this»reason also, saving would be likely 
to take the form of hoarding rather than of investment. We 
shall not ^ee until later in the book’- how very serious this 
might^be. 

In conclusion, it is perhaps wise, at this early stage, to point 
out one o^the characteristics of money which is, from some 
points of view, a serious shortcoming. The value of money is 
,not sfq,ble over time. By the value of nioney, we mean»what it* 
will purchase; the value of money is the reciprocal, or inverse, 

«of aU prices. TJiis value may go up or down. We think of the 
„value (price) of other things as changing, but the value of 
money most people think of as fixed and unalteriilg. * It is not 
so. Tfie value of money changes, and for thafereason it may 
prove a poor medium wherein to keep savings. But the value 
of money usually changes ojily slowly ,,while the prices of most 
other things have changed, during their history, often rapidly 
by large margins, and may do so again at any time. * Hence, 
even in its shortcoming as a store of value, mone 5 ^is neverthe- 

* * * Chapter ^1, Section s, subsection (iii). * * 

24 
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y, ■ >■ , y/'^'".y'y'y:y'''^ 

When ihJhking of value over a period of time,.we sMoOld 
remark that it i? &e durability of valuable things which links 
the valuer of <o-day with those of tlie future; this means not* 
onfy that present values will influence and help^to determine 
future ones, but also that the values or prices which we expect 
to* rule in the future will influence present ones. The durable 
thing which normally supplies this subtle link between present 
•and future is, of course, money. But Mr, Keynes has observed^ 
that^ny durable asset may possess. this and other attributes of 
the highly organised money of modern times, so that we must 
not suppose that the link between pi’esent and future is some- 
thin! whisk ig found only in an advanced society equipped with 
a fully developed monetary system. 

*• 

• • •* BOOKS ’ 

Appreciations of the utility of money are to b^e fc?und in practic- 
ally every simple book on the subject. See in particular: 

Hartley Withers: Money, 1935, Chapter I; The Mooning of 
Money, 1932, Chapter 11. * # • 

D. H. Robertson: Money, 1935, Chapter I. 

M. C. Buer : Economics for Beginners, 1927, Part II, Chapter I. 

^ In ap very difficult book, The General Theory of Employment, Interest 
and Money, 1936 (Chapter XX, Section 1), of which we shail^eview some 
t)f the content in Chapter VIII. % • 
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THE ORIGINS AND pHARXCTERISTICS OF MONEY 


§l 

The origins of money: , 

(0 The unit of account view: growth fr'om customary ^ratios, 
{ii) The medium of exchange view. c 

Both views hefd; probably both correct. 

It may seem surprising that there are more than a few 
"words to say about the origin of money. The historical details 
regarding the first coini, indeed, could be stated simply; but 
we have defined money' as the means of payment and of valua- 
tion, and the records of early payments are clouded, by the 
mists of ^atiquity.’- 'Views about the origins of money fall, 

• iff fact, into two groups: (i) the unit of account yie'W. and' 
(ii) the medium of exchange view. 

« C f f 

ihfUnit of dccount view. Some authorities hold that, in** 
the days of barter, shifts in therterms of exchange being very 
rare, relationships of value became rigid. A cow, for instance, 
fiiight equhl always ten bushels of com, and so might two 
pigs. If^the dominant thought in the minds of peoplef in such 
a primitive society was whether they would hav|-enough com 
for,, the winter, they would become 'accustomed gradually to 
think of all their possessions as exchangeable in an emergency 
into^o much com: the cow^ would be*worth ten bushels, the 
three pigs to five bushels each, the plough to twenty bushels. 

“ And that,” a man might say to himself, “ will seg th^ whole 
J^Uy ■well into, the spring, if I <Jie of 4iis wicked ague.” 

^ Compare j.^M. Keynes; Treatise on Mcmey^ 1930, Volume I, page 13. 
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Now in. a primitive society little change occurs,’ and people 
must have forgotten how many sacl^s a cow was worth, or how 
r^ch hay oi%ht to be given for a horse; but if people’ occa- » 

sionally’ reviewed their wealth, expressing the answer ii? bushels 
of corn, they would keep in mind the value of everything in 
terms of com, and so be able to calculate the value of other 
things in terms of each other indirectly. « 

* There is no need to dwell further upon the value of a unit 

of account. In the case whd(e a*man died, and a portion of 
his goods bet:ame forfeit to his chiff» the* value of the estate 
coi^d thM Ije reckoned in terms of corn, and the amount of 
the forf^ estimated with tolerable accuracy, and paid in any 
convenient form. This procedure avoided such formidable 
difficulties as th% chief becoming possessed of one-tenth of a 
cow, and one-sided^ transfers to tflbal^chiefs are not uncommon 
in payment of taxes and fines. But the importance of the 
development of a unit of account lies rather ia the fact that 
it facilitated exchange, without which the fluits of specialisa'^ 
tion could ngt be garnered. , , 

Some writers have sought to show that among oertaii? 
primitive peoples to-day the method* of reckoning value in 
terms of some singlb thing is prevalent; the thing used is gener- 
ally a cow or something of the sort, and they make the point 7“ 
with ehiphasis that the money-cow is used quite ^stractly: 

»the chief’s tribute is paid in all manner of things; the 00 % serves^ 
only for the calculation. But this system, as must be expected, 
is not in use widely, and ^ome the instances gjiven do not 

• appear to rest on very sure evidence. We may say, however, , 
that there is, at least, no contemporary evidence to disprove 
the unit of account theory of money’s origin. 

More important in support of the theory are the^ facte*' , 
noticed ,above and' in Section 1 of Chapter II; that it is quitf * 
natural an^ .easy for simple peoj^le to think in terras of one 
good which ^ally acquires money’s abstract attribute of serv- 
ing as unit of account, and, secondly, that there is a very g»od 
reason for the idea oka unit of, account to develop sinpe it 
facilitates exchange. ^ 

What is there to be said against the theory? At the moment 
only this: 1;hat it assurpes thg, existence of customary ratios — 
iprices which never, or very^eldom, changed. Is it Jikely tHSC*"""** 
if wheat liad become the unit, men*would continue to think 
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of "ten bushels as worth one cow during a year in. which there 
was a bumper crop of wheat and a cattle plague? Or suppose 
there were a wet harvest and a record apple cro^ (which is pot 
unlikelf) : wka'i happens lo ihe customary' ratios? Apples are 
rotting unwanted on the ground and there is not enough corn 
for winter: do the customary ratios hold good? Surely it^is 
more than doubtful. ^ 

Hi) Medium of exchange view. The second theory of the 
origin of money is" the niore widely held. Thofe who hold it 
maintain that some article gradually became p mediupa of 
exchange; that is, some good was accepted unques'Soningly in 
exchange because the man accepting it knew that he in turn 
would be able to give it in exchange for whdhhe wanted from 
some third party or for what he might 4ecide later that he 
required. Rice is a good example : in the countries where that 
is the staple food, rice was in early times accepted in exchange , 
for anything else'; for everyone wanted rice. If a man should 
accumulate more rice„than he wanted, then hp was able to 
" affoed to exchange the surplus, let us say, for a pair of sandals; 
the sandal-maker would gladly accept payment in rice, for that 
was his staff of life. We* may say that frice became money 
because it was generally acceptable; it had become generally 
acceptaltls, because it was the staple food in places wherfe under- 
nourijfhment rather than superabundance was the rule. We 
have already seen (in Section 4 of Chapter I) that all manner 
of things njay serv^as moi^y. A%Dr. Erich Roll says: 

In' the very fieginning of indirect exchange we find, t^jerefore,* 
'‘money'consisting of a commodity •which, in the given circuinstances, 

, possesses a special significance for the community : cattle for 
•nomadic tribes. Hides for hunters, etc. They are commodities which 
«stand high in the estimation of the majority of the mejnhers of the 
commugfty, and possess greaf value.'- ^ * 

• •* 

^ Now it might seem right to ask which of the two theories of 
the origin of money is correct. But is there really any conflict 
bet\veen them? It might well be that fhe first njoney in Africa 
' was abstract money, the cow serving as a standard ojf *yaiue. 

while in India rice served as a medium of exchange before the 
•=’#gys of abstract reckoning. If tftfese Wo origins were independ- 
■ » « *• 

‘x>r. Erich Roll: About MonSy, 1914, page 31. 
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ent, and we loay therefore accept them both, then it dora hot 
matter particulafly. which came first. Indeed, it may be permis- 
sible to imagi]|e th^t fhe two processes grew up side by Side:* • 
if |?arties,io a bargain possessed excels stocks ofttjie acoeptable 
thing, then it could be used as a‘ concrete medium for their 
transactions; if they did not have such stocks, then they had to 
calculate how their exchanges would Jiave been arranged if theiy 
^had had stocks of their money-good; they would, in the second 
case^be confronted with the more, difficult task of reckoning 
barter values fsom agreed priced in terms of #ice, wheat or what- 
ever was their medium. But in tim'es of fluctuating supply, 
thes6^agre»4 values would be difiicult to settle, and the concrete 
transaction, with the medium of exchange actually being given 
from one party tjw another, would be the rule. 


• • 


§n 


• The chief characteristic of money: 

The state theory of money: legal approach. Knapp and 
Hawtrey. • * * ^ 

The general acceptability theory: fommercial approach. 
Widely held. , • 

Contribution of each theory. 

There is a theory known as the state theory of nIShey, the 
e'ssence of which is as follows : 


(i) what is essential in ^cononyic relationships is debt; 

• (ii) money is what tlje state ordains shall befgood quittance « 
a)f a debt; , , - 

(iii) the law, therefore, mentions money only in relation to - 

debts; * , * » " 

(iv) aaything can be used as a medium of exchange, but- 

that is.not money. * «- 

Opposed to the state theory school of thought are those 
who define money as being whatever is generally acceptable^ in 
exchange or payment, vnthout reference to any action of the 

What is ihe dispute about? Is it about the definition of 
money? If it is, we mi^t as "^^ell leave the matter there, f(jr~~ 
dilute about the meaning pf Sconomic^rms is a fjitile occupa- 
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tion. Actually, something slightly different is in 'question: it 
is not, however, a dispute about the historicaj. crigih of money. 
The dispute really concerns the most imi^irtant- characteristic 
of money, whicli may welpT form part, but is not necessarily the 
whole, of the definition. Tlie state theory supporters say its 
power legally is to discharge a debt, and their opponents mafei- 
tain that the all-important attribute of money is its gSneral 
acceptability. That this was' the real difference between the_ 
two schools of thought has tended to be obscured rather Jhan 
clarified by the disputants: as'^ usual, invective" hurled from 
either side has served only to becloud the issue. 

The state theory is associated with two well-En(a«fm nhlnes, 
Knapp and Hawtrey. Knapp^ went looking for a definition in 
the pages of history, and emerged with an idea^ culled from the 
Statute Book. But the idea, ~ important in the role of descrip- 
tion, ought never to have been dressed up'' to play the part of 
a definition. Mr. Hawtrey^ has since rephrased the state theory 
with care and caution : for him, money has, as it has for us, a 
double aspect : in the first it is a unit of account; in the second, 
'it is Ipgal tender. The opponents of the state theory have some- 
times been so insistent upon the wider description as medium of 
exchange that they have overlooked the ingiortance of money’s 
function as a unit of account. 

The state theory is well described as the legal approach to 
ipone^; iTis the lawyer’s view of money. The general accepta; 
bUity theory is the commercial approach; it is the view of busi- 
ness men— and of the bulk of economists. If we choose the 
wider view”and describe mohey as fne medium of exchange, we 
.can still incorporate the concept of a^unit of account within^ 
our definition; for money is bofc of these things : its body is a 
medium of exchange, and its soul is a unit of account. ” This 
jlouble concept owes a debt to both of the theories. 

^ Knsfpp: Die Slaatliche Theorie des Geldes, 1905; English translation: 

H. M. Lucas and J, Bonar: . The State Theory of Money, ‘^924. 

^-R, G. Hawtrey: Currency and Credit, 1923, Chapter II; The Gold 
Standard in Theory and Practice, 1933, Chapter I; and in other works. 
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The general clyirac^eri^'tics of money^ * * 

• (0 V^at money ought to be: Portable, tki^able, •homo- 

geneous, recognisable, divisible. 

• (/i) Should money be intrinsically valuable? 

(«■<■) Merits of cheque-deposits. , 

• (0 What money ought to be. Wh^t is the best sort of 

mona^? What are the charaftteri^ics of ^pod money? As 
indicated in tlfe summary above, it should have at least five 
important qualities. 

Where^ .there have been conditions needing money, men 
have required to go from place to place to buy and sell. 
Obviously coppe» ‘coins alone, would be too bulky 4:o serve as 
currency: the first 5^man coinag'b, iiftleed, was made exclu- 
sively*OT bronze, and the coins were so large that a rich man 
, took his Surrency about in a cart.^ In modern limes, silver 
’ coins would be excessively bulky too. Pre-war gold coins were 
certainly small^enough, but they were easily lost. Bank notes 
are generally the best, and these have a further advantage in 
that they can be sent by post easily and without registration. 

Clearly, again, nJbney should bd durable : if wheat were 
used as money, a rich man might suffer loss because the rats 
got into iiis granary, or because it went mouldy; the*?- would 
be unnecessary expense and inconvenience if special containers," 
like large-scale purses, had to be used by all and sundry to 
prevent the deterioration of tjie mon^y-whea^;. If we -are think- 
ing of coins, copper, silver and gold (with the very small 
admixtuies of alloy whicli makq,them hard) are together* very 
suitable. Lead would be too soft, and iron would rust, 
although, as Sir George Macdonald observes in* his Evolution 
of Coinag^: “ There are but few of the more familiar jnetals 
that have not at some time or othSr been made to sesve as 
m'aterial for coinage.”^ 

^ The aes grave, of which the other coins represented fractions, appears 
to have weighed about a* poi^id avoirdupois. In early tim^ there were 
many other examp.I^s of copper and bronze coinage, and some survived 
until recent times, notably in China. Observe also the following case : 

“ Duftng the last century copper was actually used as the chief medium 
of exchange in Si^eden, and merchants had to take a wheelbarrow with them 
when they went to receive payments ifi' copper dalers.’’ (Hartley Withers. 
Money, 1935, page 20.) • ^ 

^•1916, page*57. ^ • 
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' Paper -money, too, can usually be kept in ge»od condition, 
and if a note does become stained or tom, a bank will exchange 
" it for a new one. If we'^keep a lot of ready C|^sh, we usuaMy 
put it in a fireproof safe, and, for the rest, ordinary c^re suffices. 

But paper is not suitable for all denominations of money: 
for amounts so large as £1, 107-, or $1, it is better than coin; 
below amounts of this sort, paper becomes a nuisance. • Many 
people will recall with distaste the dirty, crumpled and largely 
illegible fragments which xircuiated in Germany, France anu 
elsewhere during and after theWar: there were jiotes of Tfranc 
and 1 mark, of 50 centrales, 50 pfennige and even in denomina- 
tions as low as 5 pfennige; in area they were reojRmon!^ two 
or three square inches; and a pocketful of them was rather 
like a miniature waste-paper basket. It is^ worth notice, m 
passing, that the convenient dervice of the slot machine calls 
for metal money. 

It is important that money should be homogeneous: one 
shilling must be as good as another if prices are going to mean • 
anythin® precise. It would be a poor coinage of which shop- 
keepers fiad to scrutinise the specimens offered*to them to see 
whether any clipped .coins were included; these have caused 
serious inconvenience and irritation in |he past. Nowadays, 
the clipper is defeated by the device of milling the edges of 
coins, so that even small parings would be readily noticed. 

, Fourthly, money should be recognisable. When the British 
Treasury issued £1 and 10/- notes at the beginning of the War, 
there were at first occasions when a stranger who proffered 
them was*view,pd ^ith suspicion; asnd when the Bank of England 
took^over the issue in 1928 and substituted its own for the 
treasury notes, the same thiifg happened on a smaller scale. 
It would not do to have (say) some sixpences large and some 
small so that shillings and sixpences could be confused easily; 
nor would it be suitable to have a considerable- variety of 
devices on (say) a. florin, because in that ca^ forgeries and 
foreign coins would circulate more easily. Design, stamped on 
bpth sides,, should be distinctive and with a certain amount of 
detail in order to hinder tne forger. * 

A bad instance of mone;^ not bemg recognisable arose in 
France during the War: quite small districts (towiShips and 
arrondissements) issued their own notes; in neighbouring 
districts they were nst accepted; Partly, the reason for-^this 
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was the possibility of deterioration in the value of shch notes, 
but, partly, it^waS simply the feai^ that, if ail notes were, 
accepted, s man wcfuld eventually find himself i^ possession of 
a proportion of forgeries. • * * 

, Lastly, money should be divisible. Hitherto, in this section, 
we have been discussing concrete money; the question of 
divisibility touches money botli 'the concrete and in th6 
abstract form. A unit of account must n6t be so large in value 
as tcf entail calculation of small Values ^ sixty-fourths or 
seventy-fifths; what we really require is & unit of account whose 
simple frqj^o^s have special names and serve as subsidiary 
accountingtlBits; a dollar, whose hundredth part is a cent, is 
a case in point. The dollar is a good unit, but perhaps a more 
convenient one fer dealing in.the sort of prices which prevail 
nowad^s would hav«*a Value of about tO/-, with special names 
given *to ij^s tenth and hundredth parts so that they might serve 
as subsidiary units of account. The mathematic? involved in 
dealing in pounds, shillings and pence renders the British system 
a poor one. • . ♦ 

A medium of exchange should be small enough to admft of 
small purchases being possible; we do not need a coin so small 
that we can pay wittf it for a single pin, but we do want half- 
pence; by the test of experience, however, farthings appear to 
be smallSr than we usually require, though other couniisies have 
coins' smaller than a farthing (e.g. the Austrian groscken).* 
Furthermore, it would afford unnecessary trouble if we had in 
circulation a coin equal in .value tp, say, i/7-|; w»rst of all 
is a coin whose value fluctuates in terms of oth&- coins, a^ can 
happen •when full-bodied coins, of both precious metak are » 
current. 

Adam Smith, who first discussed the questioif of divisibility, * 

treats the.matter in rather a different way : he says of the • 

precious metalg: * 

• • 

They can without loss be divided into any number of parts, as 
by fusion those parts .<?an easily be reunited again; a quality which 
no other equally durable commodities possess, and which more tHhn 
any otl^r quality lenders them fit to be the instruments of commerce 
and circuktion.^ 

J,ii) Should money be intrinsically v^uable? These is o|ie 

^ Quoted by H. Houston: Tim Fundamentals of Money ^ 1935, page 5. 
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further question regarding the part of monjy which we call 
- currency: should it be made from intrinsically v^aiuable metals? 
In a primitiye society, ^old and silvel *e to bs» prefeffed. 
because the "value of these metals makes them readfly accept- 
able either as coins or by weight. Again, the government of a 
backward country could not inflate a full-bodied currency.^ 
But are these reasons decisive in the more important case of 
a developed country? There is a sound argument of monetary 
policy, with whiejj we shall de^ in Chapter IX^ against ]*aving 
gold in circulation; apart from that, notes are, in general, more 
convenient than coins of high value; they are clje^r to jnain- 
tain, and usually as diflicult to forge. So far «finflation is 
concerned, we must make at the moment the assumption (not 
always true to experience) that the govemm*eSit of a developed 
country pursues a mdheta^ policy (however foolisl:^h; may 
really be) intended and designed for the good of its^ nationals. 
If we accefSt notes, tlierefore, as preferable for the higher 
denominations of the currency of an advanced country, there 
remains •the question whether subsidiaiy coins*shouId have a 
metallic content approximating to their monetary value. In 
practice, this means 'fvhetlier a shilling should contain about 
1 /-’s worth of silver (and similarly in the Case of other “ silver ” 
coins), for full-bodied copper coins would be inconveniently 
large. -rWe shall see in Section 2 of Chapter IX that'to main- 
‘tain^the silver content of our shilling at exactly the face Value 
of the coin involves difflculties so great that most authorities 
deem such a policy impruiient. gut is there any good reason 
why* we should not have coins made .almost entirely of silver, 
so long as we do not mind htfcving to meet a slight increase in 
Budget expenditure, and so long as we do not fix the value of 
’ the.contbnt scf near the face value that a likely increase in the 
• price of silver will make it worth while to melt dowiwthe coins? 
The arV™ent that productive effort which migljt l^nd outlets in 
more useful ways vJould be directed to the mifting of silver, in 
the event of a greater demand, is not a .sound argument in a 
warld miserable with unemployment* But it would, of course, 
be difficult to oppose those who, while lameftting the present 
wretched state of our “ silver currency, maintained that every 
possible penny available in th^ Budget should b^ spent on the 
fipusing-pr the health.,of the pfegple. ^ ^ 

' For a proper expianatioii of iifflation see Chapter XI. 
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• * # 
iUi) Merih of cheque-deposits. The bulk of wlwit we have 

* been saying conterns currency rather than money in general : 
that leave# ou? of account bank deposits, with which we* will* '* 

! now deak Bank deposits, by far the*most confeaient jSorm of 

money for large payments, are portable up to any amount, in 
th£ sense that it is easy to carry a cheque-book wherewith to 
assign them to someone else; consisting of nothing more than 
entries in the books of a bank, thSy are tfie most durable of all 
, forma of money, since they possess •no concrete embodiment to 

, be stolen or destroyed; depqsits are entirely tiomogeneous; they 

are ^ore readily divisible than any ‘form of currency, in the 
sense thaf d:;eques can be made out for their transfer to any 
amount, pounds, shillings and pence — though not, indeed, for 
' • halfpence. And,' finai:^, they are not intrinsically valuable, 
since they have no j.ptrinsic form* On the whole, then, they 
seem*t& be an ideal form of money, but we have omitted to 
' commenfso far on the obvious fact that they caiwiot be recog- 

nised at all; there is nothing to see; we do not even go into the 
bank and observe the record of their existence in thp ledgers, 
and a pass-book is not a sufficiently certain guide as to the #tate • 

, of a person’s account, since it could scarcely be kept up to date 

from moment to moeuent, and since it would be, in any case, 
too easy to forge. The trouble about the cheque-deposit system • 
is that i^ requires the payee to place trust in the draw^. There 
are, of course, many cases in which that confidence w^l be 
forthcoming without the drawer of the cheque*being personally 
known to the payee : the case where a mai^ (acting |or himself 
or for some organisation) is evidently in such»a position that , 
lie would not issue a Worthless cheque for the sake of few . * 
pounds; where the issuer could liave no personal advantage in ' 

drawing a worthless cheque; or where a man will not obtain. * 
what he is paying for until after the cheque has had time to be, 
cleared — a c&se covering subscriptions in the widest sense. But 
there remains Mie fear of the worthless cheque, whether issued 
carelessly or with intent to defraud. This uncertainty, it woutd 
seem, will always Iftnit ,the displacement of currency by Jhe 
cheque-deposit «ystem; a further limit is imposed by the fact 
that if vipuld be a nuisance to make small payments, in shops, 

' for instance,* by writing out a cheque. The fact that cheques 

do not as a rule circulate,*butpass from the payee into cancellh- 
tio1!i via the banks, is aa additional**drawback» A certSin 
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amount of -circulating currency will be necessaiy fOr a long time 
to come. (Cheque-deposits cannot serve asr the only form of 
money; for the great ran^ of payments,- hawevGr, tl?ey are ^he 
most convenieht form. ^ 


, - BOOKS 

1. The unit of account view i^s particularly associated with the name*^ 
of Gustav Cassel {Theory opSocial Economy\ A short and 
lucid statement largely -along these lines is contained in Henry 
Houston: The Fundamentals of Money, 1935, Chap|er I. ^rThe 
medium of exchange view of money was obserT<Jd by Adam 
Smith and briefi}^ by practically every writer since. L. von Mises 
(The Theory of Money and Cre^dit, 1934, Chapter I, Section 2) 
overstates his case. THiere^are a few bri^f sentences very much 
to the point in R. C. Mills and E. R. Walker: Mone%^l936, 
Chapter Section 3, and in Hartley Withers: Money, 1935, 
Chapter I. 

2. State Theory: Knapp (The State Theory of Capital, 1924) is very 
long. A concise statement is to be found in Rl G. Hawtrey: 
fhe Gold Standard in Theory and Practice, 1933, Chapter I. The 
General Acceptability Theory is to be found in many works; 
see Hartley Withers: Money, 1935, Chaptef 11, and D. H. Robert- 
son: Money, 1935, Chapter I, Section 2. 

3. A us^ul and very brief account of what money ought to be 

,, o^urs in M. Briggs and P. Jordan: Textbooks of Economics, 

1935, Chapter XVII, Section 6, and in D. H. Robertson: Money, 
1935, Chapter I, Sections 3 and 4. See also N. Crump : First 
Book of EcofiorMcs, 1934; ChaptSsr VI (first part). 

^ The question of whether money ought or ought n^t to bd® 
intrinsically valuable is better left until the reader has some 
knowledge regarding the value of money, the gold standard and 
bimetallism (see below, Chapters VI, VII, VIII, IX). See also 
R. G. Hawtrey: The Gold Standard in Theory and Practice, 
pages 15-19 and 95-96. " ^ ^ 

Concerning the advantages of cheque-depdSits, see M. C. 

^ Buer: Economics for Beginners, 1927, page 153, and F. W. 

^Taussig: Principles of Efonomics, 1927; Volume I, Chapter 
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«OME NOTES FROM-M0NETARY HISTORY 

■ ■ 

J[n th^ chapter, we are not going to attempt a careful out- 
line of tlTeiiistory of money, and we shall certainly not try to 
compress into a small space a lot of events and dates (often of 
little value as a guide tq modern conditions); but we shall touch 
lightly upon a few^iabts suggestive «f the progress hitherto 
achiSv^d in the development of money. 


Coinage: • • 

The precious metals. Early coinage: difficulties of: forgery; 
sweating and clipping; picking and culling. Gresham’s Law. 
Brassage and seigneurage. Re-coinage and communica- 
tions. New issues as light as current coins. Officii debase- 
ment: calling down. Free coinage. ^ , 

In Section 3 of the previous chapter, w^ observejJ how gold, 
.silver and copper serve weft as suSstances for .money, in early ^ 
times, «opper alone was not very suitable because only .metals.* 
of high intrinsic value were readily acceptable for payments of 
large size. There seems, indeed, to have been an inflationary; * 
period ii^ the history of Israel when silver “ . . . was nothing 
accounted of in the days of Solomon but such a* state of 
affairs was unPUsual; both silver and gold*, either separately or 
together, were used as media of exchange in early civilisations, 
and fell as glittering spoil to enraptured barbarians prejpng 
upon those whom comfort had rendered weak. 

Efutiing the Dark Ages which followed the collapse of tire 
Roman Enfpire, and in early mediseval times, silver became 
predominant, especially* in Western Europe. This was Sue 
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partly to the unsettled condition of the times whicil chased gold 
into hoards, and partly to&e fact that the supply of gold failed 
"to k&p pace with a growi^ig demand, so that its Value' increased 
in tenrJs of ether goods i.o such an extent that gold" coins of 
suitable value would have been too small in size for general 
circulation; this state of affairs lasted at least until the end "of 
the Middle Ages. 

Coinage seems to have had at least three separate origins : - 
in China, in either Lydia or Io|fia, and in India. In China, it 
appears to have begun „early in the eleventh ceiitury, b.c.;^ in 
Lydia, according to Herodotus, at the start of the seypnth 
century, B.C.; and in India in the fourth century, 

But, as Mr. Keynes has pointed out,- a more important 
landmark in the history of money^had been passed long before, 
when the state made its first incursion"’ injo monetary matters 
and defined the quantity and quality of precious metaf which 
should correspond to the units of account in use. Tlie actions 
of the state in the monetary field, and the consequences of those 
actions, will occupy a cpnsiderable portion of thq remainder of 
this hook. 

Early among the monetary difficulties of the state were the 
abuses of the system of coinage. . The reasons are clear for 
using coin rather than a precious metal measured, for the 
purposes j)f transactions, by weight ; among honest men, time 
Y&s ^aved and trouble in identifying genuineness; a stronger 
reason, however, for superseding the older method lay in the 
possibility pt sharp practice^which it offered, both in respect of 
quantity and of. quality, fiut the *difficulties of coinage have^ 
" .been iprmidable, and their satisfactory solution has been found 
only in comparatively recent times. 

" r The clipping of coins, which means the paring off of small 
pieces of the valuable metal, started early in the history of 
English'coinage; by mediffivul tunes, this abuse and*" the kindred 
malpractice of sweating (washing coins in acid fe remove part 
of the metal) had become serious factors preventing the growth 
of commerce. r 

Not only did the clipper himself damage the coinage; he 
also paved the way for his fellow, the forger, whose activities 
would have been narrowly circumscribed in trying to counter- 

\See Sj> George Macdq^ld: Evolution of Coinage, 1916, page 9.r 
'"j. M. Keyess: Treatise on Money, 193^, Volume I, page 11. 
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feit sound cojis. The process of cutting the edges of coins hke 
the surface of .a file, which is known in this country as 
“ milling ”, w^ first used in England in 1561, but was aban-. 
dosed fqf trivial reasons, and not* rein trodu(;gd until 1662. 
This, together with other improvelhents, reduced tlie mal- 
pnactices to negligible proportions. 

Another abuse was checked at the same time: merchants 
making large payments, especialiy to creditors abroad, could 
'not, or, for the sake of their good nambs, would not, pay by 
tale "(counting «the coins) with the light moriey current: that is 
to say, if a merchant owed two hundred florins, he did not 
proffer two handred one-florin pieces, because these would, in 
general, be^bficient in metal content; instead, he multiplied the 
weight of precious metal supposed to be contained in one florin 
by two hundredT and \geighed out metal accordingly; actually, 
the njatal which he Tlsed would probably be the worn current 
coins, of, which he might require perhaps two hundred and 
thirty-five properly to discharge his debt. But snfall payments, 
especialiy those to men of little consequence in the mercantile 
community, c»uld be made by tale; ill-feeling was aroused, but ^ 
not without a motive, for merchants selected the light ffoins " 
to pass by tale, and reserved the newe'r and heavier ones for 
their payments, by weight and especially to melt down for 
export. ^ 

This practice, known as “ picking ” and “ culling was too 
profitable and too hard to detect for successful prohibitio% and 
it was realised gradually that the remedy lay rather in improv- 
ing the coinage, and in maintaining it at s«ch a standard that 
•the illicit profit could be made no longer. • , 

It ^as not, of course, the^ shady profits made frooi the* 
currency which angered the royal ministers so greatly, but the . 
fact, only slowly realised, that new full-weighf coinS put. into^ 
circulatiofi promptly disappeared in the melting-pots of the* 
silver export^s, so nullifying alf attempts to improve the 

Comprehension . of this process was, by Tudor times, 
enshrined as a principle, unjustly attributed to Sir Thoisas 
Gresljam, an Elizabethan merchant and government agent, and 
known ns “ Gresham’s Law ”. The principle was expressed in 
the terms : *“ bad money drives out good, but good money 
cannot driyp out bad ” — the,bad beii^ the worn and clip^d. 
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and the good being the full-bodied money. :Sut Gresham’s 
Law has S wider application, as we shall se^, in" Section 2 of 
^Chapter IX. c ■ * p 

Not all the^gains fron# the coinage. However, wefe illegally 
made, lor the governmeift itself was able sometimes to reap a 
profit. The right of coining the precious metals belonged to the 
state,^ which very reasonably charged the cost of minting to 
those who brought their metajs to the Mint; but, over and above 
this charge, called “ brassage ”, the sovereign frequently exacted" 
a further payment,^“ seignefirage*”,^ the amount ,due to thdTord 
(seigneur) for allowing minting facilities. At various times in 
different countries, seigneurage was raised to exosbitant heights, 
falling as a tax upon those who required their nrdtals minted. 
The importance of it lies not in its success as a tax, for it was 
a failure, but in the incidental effect that it £ept metal away 
from the Mint, so assurifig a serious deteriee'ation of the ^ojnage 
by honest attrition and by forgery, clipping, sweating and 
culling. 

Once in a long while, the state would try to mitigate the 
evils arising from bad ourrency by ordering a total re-coinage: 
the eld coins were to be delivered to the Mint by a specified 
date; and there was every reason why they should come in, for 
not only would their owners receive better coins instead, but 
also the legal tender status of the worn coinage might be taken 
away. I^w it was impossible to collect all the old coins in 
circuj^tion before issuing the new ones, since this would leave 
the country without the necessary medium of exchange for a 
period which would be long becaqse of the slowness of com- 
. munications. So the attempt was mafic to issue new coins as^- 
-fast as the old ones were takqn in, which was an expensive 
operation, possible only to peaceful kings whose treasuries were 
%11. , And, of course, the attempt failed, because the new full- 
gveight coins disappeared from circulation as fast ^s*.the Mint 
produced them, by reason of remelting or expqrt; the sharp- 
witted and unscrupulous goldsmiths and silverlmiths particu- 
larly profited at the expense of simple kings. 

.,But even in the Middle Ages, the power of the state to 
regulate the quantity of precious metal in a coih was caljLed in 
to remedy the chronic monetary debility: new issues wese made 
^ Except in pre-Revolutionary Fraijce. ^ ^ 

r'The term seigneurage (variously spelt) has often been used loosely to 
me^^UrbrassJTge, or to mean proper plus brassage. 


of coins appro3«mately as light as the average coins current; 
this strat^ usually proved reason^ly successful, and it had* 
the addoc? advantage of being less c5stly to the»sj;ate. « 

Indeed, lighter issues opened up*an unsuspected source of 
iwenue for needy monarchs,^ who issued coins containing a 
proportion of base metal — a harmfu] method of raising money, 
known as debasement. The proportion^ of base alloy in coins 
'wasjs^ont to grow in this way until ^he conditions of the coinage 
readied the point where drasticr remedy was^rgently necessary: 
the remedy found was a bombinatioil of re-coinage with an 
official “•ea^liag-down When coins were called down, they 
were made by royal proclamation to pass in payment at an 
amount less than their pre-existing face value, and they were 
accepted for re-coinage/lby therMiut at, jar often at rather under, 
the v^hie of their ffi^tal content. Citizens were liable to wake 
up one morning and find that their sixpences had^become four- 
pences by royal proclamation, and in any case those of the old 
coins, which continued to circulate while re-coinage was in 
progress, woifid command only the vdue at which the Mint , 
and the tax-gatherer accepted them (since there was at the ‘time 
an excess of them i^ circulation). , 

This expedient was adopted successfully by Queen Eliza- 
beth, to, whom it actually yielded a profit, but it is doubtful 
whether the coercive organisation necessary to ensure success 
could have been created in earlier times. • 

But improved currency did not remain good; by the middle 
of the seventeenth century? further remeflial mealSures were 
•necessary in England. Tn 1666, the coinage ot both gold and • 
silver \\^s made free, no brassage nor seigneurage being cfiarged * 
— a measure designed to ensure an adequate, supply of full- • 
weight coins of both metals. Actually, the measure provided* 
only the gold coins, for, at the market prices prevailing, it paid"* 
to take gold, bj^t not silver, to the Mint. 

After the Napoleonic Wars, official r^ognition was given 
to a state of affairs which had existed for fifty years: free 
coinage of silver was discontinued, and smaller silver coins, 
whos^ face value was greater than their metallic value, were • 
issued, \?'ith Jhe property of acting as legal tender up to amounts 
not exceeding £2 (so becomisg token coins). England had 
adepted the gold standard,* an exai»ple whic^ aH impgr- 
^ Notably Henry VIII in England. 

* ,• 41 • B* 
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tant countries were to follow during the latter part of the 
-xeiituiy. / - r ^ ^ 

i '^.v :: 

“ - 0 - 

§II 

I'he origins of credit: 

(i) The coming ef the Bank note. 

Hi) The coming of the cheque. ^ « 

HU) The treasUry nqte. „ ' 

Hv) Bills of exchange. ^ ^ „ 

(i) The coming of the bank note. Credit moftSy developed 
as an attempt to bring relief from the risk and irritations 
inherent in coin dealings. §ome^crediP institutions were known 
in the ancient Assyrian empire, and the Q'eeks and the Rpmans 
developed sj^stems similar to some of our modern devices. In 
the Dark Ages, such refinements disappeared, but, by mediaeval 
times, the same processes developed again in the centres of 
commerce.^ England?, which was not of great commercial 
imj^ortance until later, did not develop banking, as distinct 
from extortionate usury, lentil the seventeenth century — a time 
of great dislocation of the coinage. Here, goldsmiths and 
silversmiths sought deposits of coin, at first for purposes of 
culling. -^To begin with, their deposits came in large part from 
"pergons, called scriveners, whose profession it was to keep the 
accounts of merchants, and to take charge of large amounts of 
their coin? The scGriveners? concerned only with the tale of the 
corns, were noC averse from lending their clients’ funds to gold? 
' smiths who offered interest asran inducement. Gradually, the 
scriveners disappeared, because merchants began to deposit 
^ directly with the goldsmiths for the sake of the interest. But 
' scrivei^ers had not been thf only source of goldsmiths’ deposits; 
there were also those who were willing to deposit their money 
^yithout interest, at "first even paying a safeguarding charge to 
those whose strong-rooms and guards gave a welcome feeling 
o^ security. ■■ 

The goldsmiths gave receipts to their depositors; sQon the 
necessity was circumvented of going to the strongjrooSi, taking 
ojit the money, and handing it over to someone else: the space 
ojijthe Kcei^t for the^^wner’s name was left blank, so th?t a 
* Notably Florence, Venice and Amsterdam. 
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merchant comd fill in his creditor’s name; this expedient saved 
valuable time.^ An improvement followed quickly : instead of. 
leaving ^ space on the receipt blaiic, it was fijled in with the 
word “ Bearer ”, in order that anyorfb who took the receipt to 
the goldsmith could obtain the coin. 

This was better than the blank receipt, since it could pass 
in payment between any number pf people, and not merely tw6. 

•The receipt Ijad become a bank note* and the goldsmith a 
banker. For ^e goldsmith found that his ftotes circulated, on 
the average, for a considerable time, so. that a large quantity of 
othw: pegiple\% money lay always in his vault: it had become 
safe to issu5»notes for an amount greater than the quantity of 
coin possessed, giving out the additional notes not as genuine 
receipts but as toans at interest, for the goldsmiths counted on 
being §ble to cash fe additional note-?honey thus created with 
somwody else’s coin. Since no one would suppose that the 
wealthy goldsmith, whose notes he held, would dot be able to 
encash them when required to do so, there was no reason to 
doubt the valjie of this convenient paper. The system grew : ^ 
the mercantile world benefited doubly : the genuine depositors, 
because the goldsmiths paid them a small rate of interest on 
their deposits, and dthers because tfiey were able to borrow at 
a higher, but not an excessive, rate what served as well as hard 
cash. All benefited from the fillip given to business h!|f the new 
money. And the goldsmiths gave up their former craft toiicon.- 
centrate their energies upon the more lucrative activity of 
creating credit to lend at in|erest. , • • 

■ ■ ■■ ■ ■ , , ■ m ■ ; " v 

Hi) •The coming of the cheque. Notes were not the only 
form of credit: about the same time, the cheque-deposit system . 
began. A merchant, instead of making payment wifh a gold-* 
smith’s r^eipt-note, wrote a letter to his banker asking him to» 
pay his creditor a stated amount; such a letter had the advan- 
tage that it co^ld require payment of any odd amount, whilst 
notes were commonly made out in round figures. Soon the 
letter was phrased in a ^ 4 ery few words, and later it came toHbe 
written on fornts supplied by the bank in a cheque-book. And, - 
insted’d of himself going to collect the money from his debtor’s 
bank, a payte arranged that lys own bank should take charge 
of^the cheque, and collect tljp money due. * 

* Instead of making a loan in the form of notes landed tolis 
... ' -'-xMr' • 
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customer, a banker was able to loan him a^clfeque-deposit, 
either by crediting his account with a specific amount or by 
'making available overdraft facilities. During the nineteer^th 
centur/, the letter method? surpassed the former in importance. 

mo The treasury note. Bank notes are not the only sort 
which circulate as money:’ the government of a state can also 
issue notes, either with the guarantee that it will give coin in - 
exchange to any note-holder wh’t> requires it, or without such 
a guarantee; these two kinds are called convertible and incon- 
vertible notes. ^ , .r 

Now to print a large quantity of inconvertible psper money, 
wherewith to meet their various expenses, might seem to bank- 
rupt monarchs to be an easy saiyatioq — far niore efficacious 
than tampering with the coinage; but,' im, fact, it has proved 
usually to be a disappointing expedient, and one so transpar- 
ently fraudulent as to be difficult to put into operation* Never- 
theless, government issues, known as treasury notes, are not 
uncommon, though thpre had been few beforg the French 
Rev<?lution. 

(iv) Bills of exchange. Finally, there is ^in instrument called 
a bill of exchange. This might be described as the reverse of 
a cheque».in the sense that it is drawn by the seller 'on the 
buyep, It is sent to the buyer accompanied by documents 
which will give him possession of the goods sold. When the 
buyer receives it, hf. signs i|, undeigiaking thereby that he will 
. pay it, for these bills (or drafts, as they are also called) are .. 
.commqnly payable not at sighfi^as a banker’s note is, but after 
a considerable lapse of time, so that the buyer may, in the mean- 
whit^, manufacture and resell the goods, or retail them. The 
Japse of time is now frequently ninety days, and djpring this 
time, which is called the usance of the draft, the "buyer pays 
interest on the amount of the bill. ^ 

" Some drafts entitle the buyer to take possession of the 
goods when he accepts, that is, when,, he promises to pay on 
the due date by signing the draft; these are known as D/A 
drafts, “D/A” meaning “documents against acceplaiice ”. 
Other bills are drawn D/F, or “documents against payment ”, 
so '’that, in this case, the buyer actually pays for the goods 
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Now wh« are these documents which entitle the buyer (or 
“drawee”) to^cSbtein the goods which he has ordered? The 3 f 
aj;p comfaonly a bill* of lading, aniinvoice aM an insurance* 
policy. * The bill of lading is a fosm of receipt givSn by a 
shipping company to the owners of goods sent by sea; the in- 
voice is a list of the goods with their prices stated and some- 
times a list of the charges incurred in sending the goods lo 
» the buyer, though sometimes a s*eller will have quoted a price 
inckisive of ^1 shipping and ‘ijnsiif ance charges and occasion- 
ally of interesc charges as well; the insurance policy is to cover 
thete.risk^of loss or damage in transit. The buyer needs the 
bill of laduig’in order to be given the goods when they arrive 
at the place where he lives; the invoice tells him exactly what 
has been sent without .the need of undoing the packages, and 
also indicates the \'i4ltfe upon which ke will have to pay duty 
if thS goods are subject to an import tax; the insurance policy 
is sent t(5 him so that he may claim, if necessary? and have the 
damage estimated by the insurance agents who are to be found 
in all ports. , . 

This is the typical bill: it is a means of payment 'which* 
was specially devised long ago, in classical times, for inter- 
national trade. A<i.ondon merchant, when he draws a bill, 
usually takes it to his bank, which buys it from him at a 
discount, that is, at slightly less than the face value, for the 
bank is virtually making him a loan with the draft as security 
that it will get paid back, and for the loan it must have interest : 
discount is only a name, then, for interest calculated in a special 
.way. • • , • 

When the bank gets the bill, it sends it to its bradfch in/ 
the place where the buyer liVSs, and it is this branch’ which* 
actually presents the draft to the buyer for acceptance. If thq ’ 
bank does not possess a branch at the place in question* nor 
a “ corre"Spondent ” who does suoh work for it, then»it must* 
sell the draft-A^at a slightly smaller discount — to another bank 
which does possess a branch or a correspondent there. • 

If the buyer should refuse to accept the draft, which is a 
rash thing to^o without reason for those who value tSeir 
good* name, the drawer of the draft (the seller) becomes liable 
to reimburse the bank. Similarly, if the buyer has accepted the 
draft (on D/A terms, particularly), but finds himself unablato 
pay on the*due date. Bu| if*the holdspof the dr^t i?a second 
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bank, which bought it from the original discountEig bank, then 
that first bank must reimburse it, so that thd second bank is 
'very' certain of getting its 'money back. ‘Possibly, horvever, the 
first bank may^ lose : it demands repayment of the refused '"or 
defaulted draft from the seller, but the seller may possibly go 
bankrupt. It is because the security of bank number two' is 
better than that of bank number one that the second cannot 
secure so large a discount as the first can get. 

Not all bills of exchange mse from inteniational tmde. 
Some are what are called finance JjiUs, which nave no docu- 
ments attached because they do not cover the movement, of 
goods. Sometimes finance bills are quite sourict-instruments 
drawn to settle some outstanding debt. But finance bills have 
a bad name, for they represent, too often, the^raising of liquid 
funds by a firm which ^ouki find dif&cijlty in raising money 
by any other method; this has been done often by ‘a* firm 
drawing on one of its branches (a process known aS" “ pig on 
pork”!), hoping that it will have money available to send to 
its branch by the time that the bill is due for payment. 

one time, bills o! exchange were common m the internal 
trade of England, but, since the middle of last century, the 
cheque-deposit system hag gradually displaced them. They 
are still, however, common in France, where the cheque-deposit 
system has begun only recently to develop to any. extent. 
During the early days of the Industrial Revolution, banking 
facilfdes were not available to a sufficient extent in Lancashire 
and Yorkshire where the early development of industry 
occurred 5o rapidly. Thefe, bills' of exchange used to pass 
from'" hand to Hand with great readiness, forming, in fact, the' 
'most important medium of ex&hange; in that time, therefore, 
^they mu§t be classified as money, but the ordinary bill of 
''exchange of the present day, whether internal or international, 
''must b^ looked upon rathenas a short-dated security fan invest- 
ment soon to be repaid); a bill is not generally^ acceptable in 
payment, nor freely circulating among the public, so that we 
cannot caU it money. 

*’ The bill of exchange, it has been' said very well, forms a 
bridge of time and space: it enables payment to be made at 
such time that the buyer may have been able to r^:self at least 
a 4 )art of the goods covered by the draft, so putting himself 
ipiundsfand^it enables^f ayment to be made in his own country 
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and in his ov^ currency for goods brought from abroad. The 
seller, too, getSuM^hat he wants by discounting: payment at 
once in owm currertcy. And the ^anks get their interest. • 
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CHAPTER V , 

MONETARY INSTITUTIONS; PRELIMINARY SURVEY 


Early banking. Reasons for rdevelopjnent.^ credit, sound 

currency, and safetyT ^ c, , 

We may define a bank as a firm for the safe deposit of 
currency and for the granting of credit. For banks grew 
during periods when robbery was a formidable anxiety to those 
whose wealth to a large extent took the form of precious metal. 
In modern times it is easy to forget that a town was once 
attractive to rich people oh account of tfie security which it 
offered against violence, and that international trade was made 
hazardousb and sometimes too hazardous to be worth while, 
by successful pirates. Above all, it was the precious metals 
which were dangerous to transport, and we find cities long ago 
building Assets to cope with,, the unnatural dangers of the sea, 

, and ^troducing within their own copimunities drastic laws^ 
«and institutions enshrining the. principle of the sancTdty of 
property. 

' The gfanting of credit began before the pages of history can 
4)6 read clearly. It was the ancient pagan temples which began 
a practfbe which should not be regarded as only "mercenary. 
Credit was given, fOr instance, in Babylon aSout the year 
20i)0 B.c. for the purpose of providing a inan with the neces- 
sasies of life while his crops were growing, a farm credit upon 
which interest was charged. No doubt the systdm was abused, 
but clearly it enabled ppduction to take place in circum- 
stances wherein it would have b%en in^ossible to borrow from 
anf othet source. The^ mystic associations of the lender m- 


hanced the CTobability of repayment without legal compulsion, 
and the tempor,^il resources of a particular divinity no doubt 
affected his pfesti|e as a god. . , 

• Gre^E temples were often active In giving ci;;pdit, wWch was 
really rather a sensible arrangement, for theif priests were 
shrewd men, expert in judging character, which was very im- 
portant at a time when repayment depended largely upon the 
personal integrity, and not upon aftaching the possessions, of 
' the borrowed , * 

*In early ^-joman times th& saiTie proce;^ure existed, but it 
is at Rome that the lay banker emerges clearly in later times, 
pePhaps.as a, corrective to abuses on the part of those who 
could daks’ divine justification. 

It is surely no accident that ancient coins bore the image 
of a god; coining was a prerogative of sovereignty, but the 
men^vs^ho were comfilissioned to sfrikethe coins fashioned upon 
their sui^aces what seemed appropriate; there seemed nothing 
incongruous in associating the deity with money; it appears 
reasonable to go very much further than this and say that the 
two were closely linked together in men’s minds. 

In the Dark Ages, borrowing practically ceased except at* 
Byzantium, but the Templars certainly practised forms of 
banking, and in thS year 1 148 thefe was founded a large and 
important bank at Genoa, called the Casa di San Giorgio, 
whose "business became well developed. Commerce* local and 
at long distance, grew again in the Middle Ages, and bulking 
functions grew with it — notably in the Italian cities and the 
Hanseatic towns. But the ^cope o^ banking was no^large while 
• the bulk of international trade was transacted at periodical^ 
fairs. "In 1609, the Bank of Ajjnsterdam was founded, that city 
being then one of the foremost commercial centres; it stimulated 
trade considerably by accepting all currency brought .to it. * 
crediting, the depositor with an account in its own private sorj; 
of marks after assaying tlie mone;^ received; the greaf trade of 
the city was done in the Bank’s marks. In every way, the Bank 
of Amsterdam offers a contrast with the early goldsmith-banEers 
of England : it was" a nvmicipal undertaking; they were private 
business men;*the Bank did not make loans, which became the 
chief pert of their transactions; one .of its chief services was to 
give a gual^ntee, in th§ nam^ of tlie city, of the safety of all 
money left with it; the gold§mith-bankers who lent l^rge sOms 


AN INTRODUCTION TO MONEY ' 

to Cliarles JI were unable to get them back, ^') that their 
individual credit was ruined and many of their depositors 
ruined also. Finally, England saw the i£ormatiGn o:^ a large 
joint-stofjk bai^f the Bank^pf England, which, in some respects, 
resembled the Bank of Amsterdam. 

We may say, then, that banking had a threefold origin : the 
granting of productive credit, the provision of a sound medium 
of* exchange (achieved by avoiding the use of the poor coin- 
age generally current), "and fee safeguarding of,.<ne precious 
metals. c ‘ ' ^ 


§n 

The Bank of England: foundation tOc finance war against 
France. Present functions: note-issuefi government (bank; 
bankers’ bcmk; gold reserve; exchange control. 

When James II fled to France in 1688, he left some pretty 
>problems and a lot of debts behind. The reputation of the 
monarchy in financial matters was low, and the royal credit 
was not improved by the opinion of many tl^at William III was 
little better than an adventurer with the expensive habit of 
warfare. From a group of wealthy merchants of the ^ity of 
London, however, the new King managed to borrow upwards 
of a million pounds wherewith to take part in the League of 
Augsburg, formed to fight Louis XIV of France. Interest was 
paid on the^oan at 8% per annum; but it was not fee consider- 
^able rate of retuin on the King’s borrowings which attracted 
the mefchants so much as the ecclusive right, which was per- 
-mitted to them, of forming a joint-stock company with limited 
liability for fee purpose of banking. The company was styled 
fee Bank;, of England; this wjis not an inappropriate^ name, for 
the new bank was given the government’s accounii to keep and 
manage; it also gave a'dvice concerning the loan transactions of 
the Crown. 

^s well, William III borrowed from the public moneys 
. which were never intended to be paid back. The old Stuart 
debts were added to the new loans to form the mo^esCbegin- 
nings of the National Debt. ■ » 

TThe Bank of England paid interest on its nofes, whic^ 

50 ^ 
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caused indigpation on the part of the goldsmith-bankers, who 
complained thSt. their deposits were attracted away. More 
formidalile opposition arose from political causes: the 'Bank 
had bedn founded by supporters of*King WilK^, th» Whigs; 
the opposition Tories therefore regarded the Bank with hostility, 
dhd when they obtained power, sought to set up the Land Bank 
as a counterblast. But the Land Bank failed, and the Bank .of 
, England w^ left as the only large ba^ik issuing notes; these 
renaained its *^hief source of revenue. 

It would be quite wrong to think that liie Bank of England 
w^ set up as a “central bank”, with special functions not 
permitted Iq bther banks; it was intended to be a large bank of 
the ordinary type. Associations of not more than six partners 
were still enticed to issue notes. The only business that was 
unique was the mai^gcment of the go'^emment account; indeed, 
diretfbrs of the Bank were still saying, centuries afterwards, 
that the’Bank was nothing more than an ordinary profit-making 
enterprise. Nevertheless the Bank of England developed into 
a central bank; it became the pattern upon which the con- 
sciously created central banks of other countries were modelled* 
This was because the character of banking gradually changed 
from the time of its foundation, until the Bank was the only 
institution of just that type still surviving. It was partly the 
association with the government, and partly the development 
of the cheque-deposit system by the other banks, which left the 
Bank of England alone in the realm of note-issue, except for 
small and unreliable institutions which were gradually squeezed 
out of existence. • * , * 

Ellery country of importance has a central bank new, but* 
their financial strengths and their activities vary much from 
country to country. What does our central b.ank dp? In the- 
first place, the Bank is the only issuer of notes in England; no 
other b^nk is permitted to make.an issue now. It acts, as it 
always has done, for the government* holding the deposit 
balance, paying the interest on the national debt, and managing 
the government’s borrowings and repayments. The Bank also 
holds the balances (which are always credit balances) ofThe 
ioint-s|ock banks (the Midland, Barclays, Lloyds, etc.); we shall 
see later oa why it is very important that these ordinary banks 
should have deposits atthe Bhnk of England. Keeping the gold 
fbserve of»the country is .another duty«of the Ba^k; vThenaLwas 
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possible to take notes to the Bank and obtain ^oKi. for them at 
a fixed rate, the guardianship of the reserve was much in 
evidence, but pow gold fan be got in*' this way iw longpr. 
Finally^ the Bank manages a big fund of money cdlled the 
Exchange Equalisation Account (or Fund); the purpose of this 
fund is to stop the rate of exchange with foreign currencies 
altering suddenly, for it would be very awkward if the pound 
one day exchanged ford 00 francs and the next da/; went to 1 10 ^ 
and dien back to 96. ^ 

The Exchange'" Equalisation Fund is supposed to be a 
department of the Treasury, but since the Bank knows more 
about foreign exchange matters than the Treasury d«es, it is the 
Bank wliich actually does the management. This is sympto- 
matic; in all important matters, the Bank and thd Treasury work 
hand in hand. The government con&J-ers itself ultipiately 
responsible for the note-issue and the policy pursued in respect 
of gold. The«general monetary policy of the countiy is formu- 
lated by the government with the advice of the Bank, and it is 
the Bank which takes most of the steps to put tjje policy into 

''operation. 

§ra 

Commercial banks: private banks of issue; they were super- 
seded by joint-stock banks of deposit. Interest on some 
account^. Cheques. Joirg-stock .banks and working capital. 

, TI}e Clearing House: cheques on jhe Bank of England. " 
. Some banks not in the Cleaning House. ^ 

■ ^ Throughout .the eighteentii century, the Bank of England 
was Che only joint-stock banking corporation in the country. 
'Becauserno others were permitted by law, there aroi^e a great 
number of small banks; anyone could set hhnselFup as a bank 
and issue notes, for there were no restrictions regarding the 
minimum amount of capital which a bank ought to possess, 
or'anything like that; in fact, a large'' number ,of these petty 
banks were started by tradesmen who were not people of feirge 
means. * , 

^Nevertheless, during the eighteenth century, the private 
baiik& of'issqp were nc?^ grossly nmiuccessful; there was Sn 
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insistent demilnd for notes to use instead of coin and for notes 
to borrow in q^dento finance the raising of agricultural produce^ 
and the^early mdustrfal produce. But the bankers in general’ 
were inclined to lend too much: then lattle disease woul® break 
oyt, or the price of wheat would fall, and the fanners would 
be unable to repay the loans which a local banker had made to 
them; people in the neighbourhood would know that some 
•farmers wer?-.^n a bad way, and* they would begin to wonder 
whether theseV would ever be ’able* to pay back the banker; if 
not, the banker would lose heavily;, the next stage was to 
woader •g'hetljpr the banker would lose so much that he would 
not be ableKo give coin for his notes; someone would decide 
to be on the safe side and take the banker’s notes to him 
for encashmeift in coin; thfn they told their friends what 
they l^d done, and-^e friends Would* think it wise to do the 
same; soon every note-holder would be arriving at the bank 
asking for coin, a process known as a “run ’’•on the bank. 
Now, of course, the banker did not possess enough coin to 
encash all hi?; notes, so that, if the rua went on long enough, 
he would be forced to close his doors. He might be able to ** 
pledge his possessions with another banker and open next day, 
continuing to cash Ms notes until pbople felt reassured that he 
was really quite sound and that his notes were safe; but very 
often if was impossible to borrow large amounts of coin in an 
emergency, and the banker’s doors remained shut; then his 
possessions would have to be sold to find cash for the notes, 
and often enough the proceeds -v^ere not, enough J:o pay the 
• notes in full. Sometimes this would happen besause the banker , 
had leftt very unwisely* and logt more than the amount, of his." 
capital, but sometimes it would happen because the prices 
realised from the sale of his assets were less than they really, ' 
ought tojhave been since goods sold in a hurry never realise 
their full value. * • * 

Now when a bank had failed in the ‘manner described, it 
was only natural that people should begin to wonder whether 
other banks in the* locality were sound; a certain number«pf 
notes would ^most inevitably be taken to other banks for 
encashment, and a panic-stricken run on them was quite likely. 
It often h^pened that, one .bank Being really in difficulties 
wjiuld cause a run on all th.e banks in a town, and the soCnd 
ones would be brought down with th5*bad one sanply because 
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assets could not in an emergency be realised *at their full 
"^Walue> - f, '■ $ ^ 

Smigll banlQs are inhe&ndy more hazardous undertakings 
than large brfnks, becausfe a small bank cannot, and” a large 
bank can, spread its risks : a small bank must lend to thojse 
people whose means and ability seem to justify the granting of 
credit; in the nature of the ca$e, the sole partner, or the two or 
three, who carried on'' a small banking busines^r would have 
adequate knowledge regarding only the people('of their town 
or district; they must lend largely in one place in order to be 
sure of the people they were lending to. On the^othef hand, a 
big bank, lending all over the country, might sustain serious 
losses in one place, but be able to rush coiin from branches 
where it was doing well, and where, therefore^ its notes were 
not suspect, to the placefwhefe a run was 'fleveloping. I^n^such 
a way, even serious losses might be prevented from ^bringing 
about the liquidation of the bank. 

During the Napoleonic Wars, bankers (and others) began 
. to regard the high prices which prevailed for so many years as 
*'quitd‘ normal. Farmers, who received high prices for their 
wheat and other products, were rich men. Then the Wars came 
to an end: prices fell a long way; farmers, ifi particular, became 
rapidly poor and could not repay their loans. This happened 
not only in one district, but generally throughout the cduntry : 
the v^hole structure of credit became unsound. But in the first 
years of peace, a great many new companies were founded, and 
these did a* great deal of spending of capital moneys, so that 
» a greg-t boom developed, like the boonj immediately after the # 
Xlreat War, and the little banlqi* lent far too much. But the 
, pace was too swift, and, in 1 825, there was a terrible crisis, with 
funsDf varying* magnitudes on practically every bank in the 
country. , 

The passing of the crisis 'left widespread ruin. Men realised 
that small banks wer& dangerous, and that smalf notes, which 
were accepted in circulation so easily by thoge without sufficient 
discretion to judge of the soundness ofe the issuing bank, were 
particularly likely to be issued to excess. ' 

But Parliament did not like to infringe the monopoly ol the 
Bank of England too far, for tjie Bqnk had acc&mmodated 
the ^ovetpment for moj^e than a, century, and had recenljy 
wedthered a fifiancial storm of unparaflleled violence* during the 


Wars. So- 1 Igw was passed, in 1826, permitting joint-stock 
banks more than, six partners to be set up, but not ivithio 
sixty-fiye miles of the centre of Lo’jfdon, the petropqjis being 
considered to be the special preserve of the Bafik of England. 
Notes for amounts of less than £5 were prohibited at the same 
time. 

Now in 1833, the charter which gave the Bank of Englalid 
itsjposition v| monopoly was.due for renewal, and much discus- 
sion went om-from the crisis of lS25 to that date regarding the 
banking system in general* and the Bank of England in particu- 
Idf; in sonse^juence, changes were made; the only one which 
concerns flS at the moment provided that joint-stock banks 
should be permitted to exist in the London area, but without 
having the right of issuing notes. 

JJa'e prohibitiorfof note-issue to London joint-stock banks 
was not, the revolutionary change it might appear to be, for the 
cheque-deposit system was just beginning to m^ke rapid head- 
way, and probably would have superseded the note-issue system 
without the ©oercive stimulus of the A»t. In 1844, after another 
crisis, there were a lot more changes, among which Was a* 
regulation that no new banks were, to be allowed to issue notes 
at all, and that those which were 'then issuing notes were not 
to issue more in future than the average amount in circulation 
during* the first three months of 1844. The legislators were 
whipping a dying horse. 

But the new joint-stock banks specialising in deposits did 
not become the largest unit in th^ monetary system easily nor 
within a short time, for they had to overcorfte the opppsition. 
and Ifostility of the Bank of England and the old established 
private banks, of which the London .ones were particularly, 
antagonistic. The principal complaint againSt the *new .estab- 
lishments was that they allowed interests on deposits — the 
identical coqjplaint which had be'en made regarding %e Bank 
of England itself nearly a century and* a half before ! The 
present practice regarding interest on deposits is as follows : on 
demand-deposits no interest is paid; on time-deposits the jeint- 
stook banks usually pay different rates in London from those 
granted in the provinces; the London time-deposit rate used to 
be 2% less than Bank rate, which is the rate at which the Bank 
of England is prepared to make certain loans; but aow^&nk 
rate itself is only 2%, so that the joint-stock banHfe have reduced 
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the margin to 1}%, thus paying i% on London ikie-balances. 
''Coumry time-deposits used to earn 2^%-, whatCv^er Lank rate 
might -^e, but mow' the banks will give only on them. 
Bank rate has been at 2% since 30 June 1932; when eventually 
it goes up higher, it is probable that the banks will revert to 
the old methods of giving 2% less tlian Bank rate for London 
time-deposits and perhaps as 'much as 2}% again for country _ 
time-deposits. - / s 

When we thinhr-of the career of a cheque — drawn, handed 
to the payee, paid into tlie payee’s b’ank, its amount transfeired 
from the payer’s bank to the payee’s bank, cancelled by the 
payer’s bank and handed back to the drawer — it seems a very 
elaborate business, but it is a system which bpth drawer and 
payee find convenient. The use of this system could not spread 
very widely, however, until a certain stage of elementary 'educa- 
tion had been^reached by the mass of the people, since making 
out a cheque entails the art of writing. Furthermore, economic 
development had to reach a certain stage before the detection 
4 . of forgery became everywhere sufficiently sure afld speedy for 
safety. 

Besides managing the cheque-deposit system, and perform- 
ing numerous minor services for their customers, the joint-stock 
banks grant credit. Why? What is the credit used for?. Some 
of the people who go to a bank and ask for credit are simply 
in need of money to pay for tlieir ordinary living expenses. 
Suppose a young man’s father dies while he is still at a univer- 
sity, not earning anf money«for himself: some time will elapse 
'■ before the trustees of his father’s estate can make over thq assets '' 
to him* the young man therefore goes to his father’s bankers 
-and asks ^them to make him a loan, which they will very 
possibly do without making any conditions at all. But if the 
l)ank in (.question does not know the applicant for a loan, it 
will insist upon security, which means that her will have to 
transfer to their possession some stocks or shares or something 
else which can at any tune be sold without difficulty; the value 
of®the securities transferred is always greater th^n the amount 
of the loan, and the bank will not accept shares whicbf are 
highly speculative and may fall heavily on the stock ex&ange. 
Th§ borrower does not actually sell the securities to the bank; 
he pledges them, and whim he pays off the loan the bank wfll 
hand them back to him. A great many people find themselves 



■ MONETARY INSTITUTIONS 

^ :'■" . " 

at some moiUent short of money, and, not wishing to realise 
their assets,- Obtain a loan from a bank to cover their board, 
lodging ahid s% forth;, they may be anticipating incomei^rom• 
which they intend to pay the bank bai^k, or they*may be^ench- 
ing on their capital with no hope of repayment except by the 
ukimate sale of the securities pledged. Loans like these are 
all called consumption loans. 

It is not consumption loans, however, which form the bulk 
“of the banks'^ advances to their customers. Most of the loans 
are productive-loans, which may be described also as the work- 
ing capital of producers. Banks lend mostly to people who are 
en^ged-in business of some sort. A successful shop may want 
to extend its*premises; the partners do not want to sell the firm’s 
reserve, which consists, let us say, of £2,000 worth of Consols; 
they may not be sure , , in any ease, just how much of it they will 
spend *o that it seems a pity to sell the whole amount, and they 
are afraid that, if they sell part of it, they may have to sell 
more later. So they go to the bank and pledge the whole 
amount against an overdraft of perhaps £1,500. With this 
available overdraft they pay for the extensions, and proceed 
to do a larger trade, from the greater profits of which they* pay 
back the bank. Ind:his case, it is capital spending which the 
bank has been financing. 

Similar to the borrowing of such a shop are the great 
numbers of loans made to firms to enable them to'buy raw 
materials or the stock of their trade. Practically all of Aese, 
whether in the form of loans for definite amounts or in the form 
of overdrafts, are granted at interest against securities pledged 
•by the borrowers, the mechanism being just the same as in the ' 
case of* a consumption loan. • 

It happens that, at the moment, long-term rates of interest - 
are moving around the historical average figure of nonnal times,^"’ 
namely 3^%, compared with 5%-6% which was cpromon-' 
before the gre^t depression from which we are now recovering; 
short-term interest rates are very low. THus many firms have 
come to the conclusion that it is not worth while to pledge their 
reserve securities with a “bank, which will charge probably 4% 
or on the" loans it grants, and they have frequently sold 
the seciTfities outright on the stock exchange, using the money 
obtained thereby in the. course of their business instead ^of 
^ ^ Not war nor immediately'- po!#war periods, - ^ ^ 
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getting credit money from the banks. This process is particu- 
larly noticeable when we look at the balance-shfeet of one of 
"the joint-stock banks and observe that-, the toial aviount of 
advan6%s to its*> customers' is very much less than it used to be. 

In the early days, before the joint-stock banks existed, the 
private bankers had begun to turn to deposits because the 
public preferred the Bank, of England’s notes to theirs. Their 
customers paid in cheques -drawn on other banks, so that 
messengers had to be sent round to the other banks to collect 
the money transferred. As the cheque-deposit system grew, 
this procedure became Cumbersome, wherefore the messengers 
gradually formed the habit of meeting at a chosen ’place' in 
order to cancel off the cheques due from bank A to bank B 
with those due from B to A, and likewise those between A 
and C, B and C, A and D. etc.T This (getting process later 
received official recognftion, and a specim place was hi?e4 for 
the purpose. , This is what is called the Clearing House. The 
upstart joint-stock banks were not admitted to the Clearing 
House at first, but as they grew in importance, it became irk- 
^ some to settle with theiii directly and they threatened to set up 
a clearing house of their own; in 1854, therefore, the joint- 
stock banks were admitted. ^ 

Even with the clearing procedure, there were, of course, 
balances to be settled by the transfer of money sipce the 
amounts due from bank A to bank B would not exactly offset 
the ssnounts due from B to A; these were settled by the transfer 
of Bank of England notes. But, in 1854, the banks all agreed 
to keep accounts with the Bank — the joint-stock banks had not 
" been -allowed to have them before this date — and balances were" 
Thereafter settled by cheque-deposit transfers between the Bank 
- of England accounts of the clearing banks. The system was 
rounded off by the Bank of England becoming a member of the 
‘-clearing in 1864. Banks not included in the clearing have to 
make settlement by. drawing cheques on a bank which is a 
member. 

In August 1935, a Lancashire bank, the District Bank Ltd., 
absorbed the County Bank Ltd., whos© head office was also at 
Manchester, thereby enhancing its importance considerably. In 
January 1936, the District Bank became a membef of the 
London clearing; this latest recrait raises the number of clear- 
ing banks to ^eleven (twelve with^the Bank of En^and). Tfhe 
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whole eleveni with their total assets in millions of pounds 
(January^l937i are as follows : 

1* The Midland Bank Ltd. . . * . 

2. Barclays Bank Ltd. 

3! Lloyds Bank Ltd... ' , . /' . 

4. The Westminster Bank Ltd. 

^ 5. The Nati(jnal Provincial Bank Ltd. 

6. Marthis Bank Ltd. ... • ' ^ 

7. The District Bank Ltd. . * . . - 

. 8. The National Bank Ltd.*. . * . 

9.^1yn,^Milis*& Co. ... 

10. Williams*Deacons Bank Ltd. 

11. Coutts & Co. .... 

The first five of thesetH'e known as the 4‘ big 
the National Bank, is an Irish corporation. Number 10, 
Williams'Deacons, is owned by a Scottish bank, the Royal 
Bank of Scotland; number 11, Coutts, is owned by the National 
Provincial. 4s mentioned, the Bank, of England is also a 
member of the clearing, but it would not be right to put it down “ 
with the others because its position in the money market is a 
special one. <» “ 

The way in which debts may be offset, as they are cancelled 
in the clearing house, without any money passing,, may be 
illustrated by a somewhat unedifying story : A, upon arriving 
in an hotel, deposited a $1,000 note with the proprietor,"Vho 
stole the note as soon as A had left his oflice, in ordQf to pay B 
,who was pressing him for payment of a debt sif that amount; ^ 
B, receiving .the note, handed it to C to whom he owed a similar . 
amount; C paid it to the hotel proprietor whose debtor he was 
for the same amount. A, after paying his bill, received back, 
his $1,000 note, but tore it in pieces, explaining that it "was a^ 
forgery only left with the proprietor in order to imparf confid- 
ence that his bill would be paid. The point of the story is clear 
enough : the triangular debt position between the proprietor, 

B and C could have’beejj resolved by cancellation, without the 
use of the note,''smce each stood in relation to the other two as 
possessing plus and minus $1,000. 


(B 

539,r 

462,7 

454,3 

409.0 
341,6 

105.1 
90,5 

42.1 
41,4 
41,0 
27,7 
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The money fnarket: 

ii) Bank of England; 
in) Clearing banks; 

Hii) Non-clearing banks; ^ 
iiv) Discount and" acceptance houses; <■ 

iv) Bill brokers; " c ' ■" 

(vO Finance compcmies. 

What are the institutions which perform tiie^ business of 
what is rather vaguely called the money market? Firstly, there 
is the Bank of England, the central bank, of "which we have 
already said somethingr secondly tlie cleSTlng banks, co^gcerned 
chiefly with the management of the cheque-deposit system, 
advances to their customers, and with making inves&nents on 
their own behalf. Thirdly come the non-clearing banks, which 
are not so important; ca lot of their business is,-, rather special 
woric, some being concerned with finance in particular parts of 
the world, some being branches or agents of big banks in other 
countries, and many specialising particularly in the exchange 
of one country’s currency for another’s. 

FourtJily, there are those firms known as discount and 
acc^tance houses. These make a speciality of buying bills of 
exchange at a discount and holding them until they are due for 
payment; 4iey have a very wide knowledge of the firms who 
draw and thoserwho accept bills, and this enables them to select 
c the sound bills which will be paid at' maturity and reject the 
bad ones. Many merchants abroad are not well known to 
f thosp who supply them with goods both from this country and 
^ from others; this being so, the suppliers are not willjpg to take 
the risk of drawing bills against the goods they sell, so the 
buyers arrange that a well-known London discount house shall 
accept the bills for them; the discount house will have found 
(»it all about the buyers, and the suppliers draw bills on them 
instead of on the ultimate buyers. Acceptance houses really 
lend their financial prestige to enable buyers to get tke goods 
they want without trouble, a^jid foj this service they earn 
dScoun^ rates. 

Fifthly, there are tl^' firms whick deal in bills of exchange, 

60 ' 
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not discounting directly for manufacturing and merchanfing 
compani^, bTj| buying and selling bills among theraselv^ and 
with all me different "banks, discount and acceptance Ipuses. ' 
Tliese firms are called bill-brokers,* and they' are, properly 
speaking, of two types : the “ running ” broker whose business 
it Is to collect bills from the market, and even from outside 
merchants to some extent, and to sell them at once at the best 
♦price available; their knowledge of the market enables them to 
discern where the best price will be given for any particular 
bill; running brokers are little more than Sgents, and do not 
kesp a stock or, as it is called, a portfolio, of bills themselves. 
The othar typb of broker, who is much more numerous and 
important than tlie first, is a retailer; he buys bills and usually 
keeps them in -stock for part of their life, and then sells them 
to banks and other institutions which ^ke to have bills which 
haveTilily a short time left to run. 

Lastly, there are finance companies which, lend money 
for longer periods than the others are willing to do. Their 
customers are largely foreign and include governments and 
other authorities, whose revenues are not derived from ptofit- ? 
making enterprise. 

In the London nwney market, the various firms are special- 
ised to different extents; there are, for example, discount houses 
pure and simple, but there are also firms which should be 
classified partly under more than one of the six headings given 
above, a single firm, for instance, performing banking, discbunt 
and brokerage business. 


The stock exchange: purpose; different types of securities;, 
suiting investor and borrower; brokers and jobbers. 

We have already mentioned the stock exchange in one or 
two connections, and it is necessary to give a few preliminary 
explanations regarding ij, though the consideration of some pf 
its aspects must- be left until Section 3 of Chapter XIV. 

Tlie.,3tock exchange is a market; it is a place situated in the 
City of LoEdon where stocks^ and shares can be bought and 
sold; a very great variety’’ of stocks and shares are dealjt in, and 
it is possible to buy or sell-almost anytMng from BritisS govern- 
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raent loans, which are quite certain to be repaifd. at the right - 
time,^. to the shares of The Hopelessly Wild (^'at Trading & 

^ Fina'fce Co. whose profits are as dubiofis as its directors’ fees 
are certain. c ‘ * 

This is a great convenience ; it means not only that we can 
sell our securities if we find suddenly that we want the money, 
but also that we can invest our savings without having to look 
for someone who wants to bo'rrow them. Furthermore, we can-- 
change, from time to time, ?.mojfg securities of different degrees 
of riskiness, and 'spread our money over a wide range of 
different investments so that our fortunes will not be linked 
with only one enterprise. " ^ ^ 

Securities dealt in on the stock exchange are of different 
sorts: there are ordinary shares which earn a dividend; the 
dividend is the residual profit of a firmrafter all its expenses 
and prior claims have been paid, and it is split up amofig the 
various shareholders usually once or twice a year in p'foportion 
to the amount of shares which they hold. Then there are 
preference shares whiph pay a fixed rate of :jnterest to the 
holders; the interest on preference shares is one of the prior 
claims which a firm must discharge before it gives out anything 
to the ordinary shareholders. It is the ordinary shareholders 
who may make the big incomes (or may make nothing at all), 
but the preference shareholders are more certain off getting 
their fixed rate. A special type of preference share is called a 
cunfQlative preference share; if a firm fails to pay the full rate 
on such ^ares in^any year, the difference must be carried 
forward as a prior claim dn the profits of subsequent years,^ 

, and ffie ordinary shareholders do not receive anything until the 
accumulated arrears of preference interest are paid off. Finally, 
fthere are 'debentures which are loans rather than shares; if pre- 
ference shareholders get no return on their investment, they 
' have tcr-grin and bear it; they have wrapped up their fortunes 
with the firm in question, and if the firm does nol make enough 
profit to pay a preference dividend, they are the losers. But if 
ajirm fails to meet its debenture interest, the debenture holders 
can put the firm into liquidation, have its assets sold and recoup 
themselves from the proceeds. They may decide in g^nf par- 
ticular case of default nof to take such a drastic step, but they 
are entitled to do so if they do*not receive their fixed rate of 
interest* «r - r- . , 


r 
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Shares are|always numbered, which makes it easier to pre- 

ig. it 

IS of 
any 

amount; one-shilling shares are known; two-shilling shares are 
quite common among loibber producing companies; five-shilling 
and ten-shilling units are fairly well represented; but the big 
^thing is the £1 share: perhaps two-thirds of all the shares in 
the London market are of this*dien»minatio^. Then there are 
^ the larger units, of which £S is probably the most usual. When 
a dSmpaay stajts and issues shares, it may not require the share- 
holders to pay the full amount of the share all at once. It may 
issue shares of £1 “ ten shillings paid ”; that means that it can 
requhe the inwstors to pay the other ten shillings per share 
at any*thne. Nearl^^ll the clearing teanks have partly paid 
shares, £5, £1 paid, teing common to several; they are unlikely 
ever to call for the rest. • 

Stocks are almost exactly the same as shares, but the former 
must be paid-up in full; they do not require a particular number, 
and any odd fractioq of them can be bought or sold. They 
are divided into different classes like shares. There is also a 
further type of stocks and shares, called deferred stocks and 
shares, which is not extensive; as the name suggests, they rank 
for payffient of dividend after the ordinary shares. , 

The puipose in having different types of shares is to suit 
both investors and borrowers: different investors do no? all 
wish to take the same risks and the variety,of securijly enables 
-•them to choose what they want, wflich will in many cases^be a 
mixturfl of the different types. ,If a company, which is, doing . 
well, wants to extend its business, it may decide to raise fresh 
capital; the shareholders, who are the owners of the firm,» 
probably .will not want to share the big profits which they ^ 
expect with new ordinary sharehblders, so it is dedded to ’ 
issue debentures. In this and other ways the variation in 
the ranking of stocks and shares serves the purpose of the 
borrowers. ", 

The people 'Vho deal on the stock exchange fall into two 
groups, which are quite separate. Brokers are the people who 
buy and sellffor the public; they are agents who act on commis- 
siqp; what they sell must be bought in the market; it does aot 
come from* among such' securities af they may themsfelves 


vent people bting iswindled with forged shares. In dealy 
is always necessaiy to* buy or sell a whole shaj^e; fracti^ 
a share are not permissible. Shares* may be tor almost 
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possess; and the shares which the public sells arif sold by them 
m tif>. market, not bought by themselves. " " .1 

TJie others are calle^ jobbers: their- business is to hold 
blocks^ of all‘'Sorls of stocks and shares, and to be prepared to 
buy or sell on their own account whatever the brokers want to 
deal in on behalf of the public. Jobbers do not have any deal- 
ings with the public directly ,^but only through the brokers. A 
firm of jobbers does "not try to deal in every security in the" 
exchange, because^there arc so^many, but specialises in rubber 
shares or gold-minmg shares or something else, and the brokers, 
of course, know the right firms of jobbers to go, to in. order to 
deal in any particular shares. 
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CHAPTER VI 


THE VALUE OF MONEY: T3UANT4TY THEORY 


• §i 

The meaning »f the value of money: its purchasing power; 
reciprocal of prices. A particular price-level. Index num- 
bers. The question of the relative importance of items. 
The -Weighted index. Relative expenditures* as weights. 
The inevitability of weighting. The complex commodity, 
a short-cut method. Theoretical shortcomings and practical 
difficulties^n the compilation and use of index numbers. * 
The concept of a general value of money, an approximation. 
Approximation general in practice. New commodities. 
False categories. Changing the weights for the sake of 
precision not a feasible method. , 

In economics, the value of a thing means the amoui^ of 
money which it is worth; the value of everjjthing is expressed 
in money. Conversely, the; value ’of money k expressed in ^ 
Sverythipg. Sixpence will buy a packet of cigarettes; if the cost • 
of the packet goes up to ninepSnce, then the value of money 
is only two-thirds as great as before in’ terms of cigarettes. » 
Imagine the value of everything to go up by 50%; that is" the 
same thin^ as saying that prices ar® multiplied by f ; then the 
value of money is multiplied by |. These fractions are, of 
course, reciprocals, and we actually speak of the value of 
money as being the reciprocal of prices. The value of monej& 
means its purchasing power: when prices go up, it purchases 
less; v*ien prices go down, it purchases more. Thus we speak 
of tlie value a)f money as moving imfersely with the level of 

We have io think of thei price of everything when we s;^eak 
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of the value of money,* unless we are consideriii^ the purchas- r 
ing ifower of money in a particular market,- the^ cottpn market 
for inrtance. Suppose there are three sorts of cotton,' A, B and 
C, at 2/-, 3/'- and 41- respectively; now we will call the value 
of money (in terms of cotton) 100 while these prices prevail. 
Then let us consider another period of time when the prices 
have altered as follows : A 2/6, B 2/9, C 6/-; they have not all 
moved in the same direction, but taken together they have-- 
advanced by one-quarter, ox 25.% ; in the second period of dime 

the value of money has therefore gone down to x 100,^'r 

which equals 80 compared with the original purchasing power 
of 100. That is the point: the comparison. We do not become 
any wiser by saying “ we will call the value of money 100 while 
these prices prevail ”, t='ut if we work outTts value in the same 
way when the prices have changed, then we do get another 
figure to compare with the 100, and the relative size of those 
figures means a lot. We could have called the original value 
10 or 1, and worked put the second one as 8 or -8; absolute 
siza means nothing; we do it only for the sake of comparison. 

How did we work out that the prices of the three sorts of 
cotton together had gone up by 25%, or, -as we may express it, 
that the price-level of cotton had gone up from 100 to 125? 
Simply by adding up the two sets of prices and expressing the 
ex^ss ol the second over the first as a percentage of the first. 

Buf adding up prices like this assumes tacitly that the sorts of 
cotton ar^ equally^important. Perhaps they are not: suppose 
now that the average dail;^ dealings are : 

A 1,000 pounds; ». 

B 2,000 pounds: 

C 200 pounds. 


Then have an average' daily expenditure of: 


A 1,000 pounds 
B 2,000 pounds 
C 200 pounds 


2/- per pound £100 
3/- per pound £300 
4/- per pound_ £40 

Total £440 


i-Bur see the latter pa^^of this section for a qualification of the concept 
of a general piice-level. “ 
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What is o«r criterion of importance? It is not the physical 
quantities of fie various grades of cotton : we cannot saf^ that, 
the importances are fn the ratio l,QpO: 2,000:^00, or^as we 
should write it for mathematical simplicity, 5 1 10:1. That 
would be true only if the three grades were quoted always at 
thb same price. And we have chosen an example wherein all 
our quantities are expressed in pounds; if we had chosen differ- 
•.ent sorts of things, bread and beer, and considered the value of 
mosey to someone buying the§§ things, we should have had no 
way of comparing the physical quanti|ies : *if a man lived on 
■^1,0100 lbs. of bread and 30 gallons of beer in a period of time, 

■ it would* vejy* obviously not be permissible to say that the 
importance of bread compared with that of beer was as 1,000 
to 30. Why should beer be expressed in gallons? If we had 
written 120 quarts ef-beer, or 240 piiHs, the relative import- 
ances*i^ould have looked like 1 ,000 : 1 20, or 1 ,000 : 240, suppos- 
ing that '^e took physical quantity to indicate importance. The 
point is that no terms of equivalence exist between pounds and 
gallons or quarts; we can never say that a pound in any sense 
equals so many quarts; a pound of water equals so many pints " 
of water, but here we are measuring the same quantity of water 
according to two different scales; the scales themselves are 
unrelated to each other. 

Our .criterion of importance is the value of th^ various 
quantities of the different items, the relative expenditures. In 
our cotton market, the respective importances are £100, OOO 
and £40. It is monetary importance that wejiave in ijjind. We 
may feel that bread, the staff of life,*is very important, and^that , 
champagne, an occasional luxury, is not nearly so important; . 
here we are thinking of importance in providing mankind in 
general with sustenance. But if we spend £20 on bi^ad jn a • 
certain period, and £20 on a case of champagne, consuming , 
both within the period, then, so far as our expenditure is 
concerned, thef are of equal importance. • 

When we obtain three sums of money to indicate the im- 
portances of our grades qf cotton, we possess a measure of a» 
inconvenient form; we want a simple arithmetical relation free 
from iftii^s of currency. Thus we say £100 : £300 : £40 : ; 5 : 15 : 2 
— ^simjply dividing by the highest common factor, £20. 

This is not a mysterious operation : we say that £300 ^s 
speflt on grade B and £100 on grade A, therefoss B is tlree 
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times as important in the monetary sense as A;/n importance 
~A k^to B as 1 to 3, or as 5 to 15, which wf wrc^te in the 
usual Orithmet^al manner when we included the importance, of 
grade C as 2. 

Now let us use our relative importances in estimating the 
value of money. What we usually do is not to calculate the 
Yaltie of money directly,' bpt to calculate the price-level of 
cotton, calling the pri6e of each grade 100 in the first case, and.' 
estimating proportionate figures when prices have changed. 
Each 100 — or whatever-, the figure may alter to at another time 
— is called the index number of the grade in question. ^Sie" 
importances are described as the weights of the different grades. 
Our operation consists of multiplying the index of each grade 
by the weight of that grade, adding up the products and 
dividing by the sum oHhe weights. ‘ 

Thus we have six columns, to which we will attach Algeb- 
raical symbdls, each with a suflfix to show that it l5elongs to 
the first point of time. When we compare one year’s prices 
with another’s, we describe as the base year the, year in which 
we '’call the indices of all the items 100, that is, usually, the 
first year. 




BASE PERIOD 



iitems. 

Price. 

(Pj) 

Price-level. 

(Pii) 

Quantity. 

(qO 

lbs. 

Expenditure. 

(e.) 

(=Sp,q,) (: 

Weights. 

(Wi) 

= ei~£20) 

Weighted 

indices. 

(piiWi) 

A 

2/r 

100 

1000 ' 

£100 

5 

500 


31- 

100 

2000 

.£300 

15 

1500 


4/- 

100 

ZOO 

£40 

2 

200 


Thus, 


S pitWi 

Swi 


2200 
'“22 " 


TOO. 


The final figure of our operation is thus the pricd-level of cotton, 
of the three grades considered as a whole; naturally it is 100 
5 mce we wrote all the prices as 100;, it could not be anything 
else, whatever weights were used. 

We should emphasise that it is impossible to avoid weight- 
ing an index number; it is not.a matter of choics whether we 
use^\^ghts or not, b]}t an ine^table and automatic process. 
If we wish to consider the ptuchasing power of' money over 


v,.;:::";-:::,.;:,: : THE -y A L'UE :o;f mone^:: 

real income, for instance, we might call the average prices of 
each incqme gpodin 1936 100, and then take the average prices, 
for the same goods ih 1937, calling, them 95,,f07, lii?,^115, 
84*, etc.,’ the difference of each figure from 100 indicating the 
percentage whereby the price in question had increased or 
decreased compared with our base year, 1936. Then we might 
add up our 1937 figures and divide the total by the number of 
•-items, so producing an index figure for income goods .as a 
whsle. It does not seem as if Ve have done^any weighting; but 
actually we have done so : .we have counted aU the individual 
■^psices as of equal importance in establishing our income-goods 
index; th*at iig fo say, we have tacitly given each item the same 
weight, so that we can describe the weights by the series 
1 : 1 : 1 . .. . - 


Wlien we added *tip the prices of th» three grades of cotton, 
at thO beginning of the section, and produced an index number 
for the second period of 125, and a corresponding value of 
money of 80, we were really using the weights 1:1:1 for our 
three grades. , 

But, weighting the grades properly for the second period we 
have : 

•second period 


Items. 


A 

B 

C'-' 


Thus, 


SpfeWji 

Sw.) 


Price. Price-level. 

(P=9 (Pis) 

Quantity, 

(qd 

lbs. 

Expenditure. 

(e.3) 

(=Sp.jqj) ( 

Weights. Weighted 

(W 2 ) * indices. 

=:e>~£20) (p^o^%) 

2/6 

2/9 

61 - 

125 

9ie 

150 

800 

. 2181*. 
133J 

£100 

, £300 • 

£40 

5 625 

15 1375 

• 2 340 

% 2300 

= 104A. 

• 

• 


, '22 ' 





This figure, 104xT^ is the price-levtl of cotton in the ‘second 
period. The ■falue of money to correspond with it would be 

100 95 ^-^- 

95||, since jpir = • Here is a figure for the value of monej^, 

to compare with our original 100, which is very different from 
the fifu^ 80, which we obtained at first by adding up the three 
prices and witing the pricedevel of cotton as 125. But this is 
just what we should expect,^ for C, the rise in whogg prfce 
broTight down the value of money so much in the first com- 
.. . . •' ' ''69 
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parisoii, is really quite unimportant compared \yith the other 
, two,, find B, whose price actually went down is jflie most 
important of all. ^ ^ ^ ^ ^ ^ 

Another point to notice is that the quantities in the second 
period must be different. Our criterion of importance is 
expenditure, and if the importances remain the same, that ’is 
the same thing as saying that the expenditures remain identical. 
If the importances are'not the same, there is no basis for com- ■ 
parison, a point which we shalLreturn to examine further m a 
moment. Thus, if 62=5161 in each .grade, and p2?^pi in each 
grade, then q.^^^qi in each grade. ^ ^ " 

But now let us observe what appears, decepliively, to be a 
different case wherein the basis for comparison does not exist, 
since expenditures are no longer the same as in tfie base period. 
Now, we shall consider the quantities to Ife those of peyiod 1 , 
and the prices to be those of period 2, as follows : “ 


Now Scj 


Price. 

Quantity. 

Expenditure. 

' (P.) 

(Q;}) 

lbs. 

fe=Sp,q,)^ 

2/6 

1000 

£125 

2/9 

2000 

i£275 

6/- 

200 

£60 

ereas 

=£ 440 , 

and 


Items. 

A 

B 

C 


Sej'' 


xl00= 


104jV 


The result of the third operation, of course, produces ’"exactly 
phe same, answer as the second operation did. In other words, 
"we have an admirable short-cut method for obtaining our index 
number. We can demonstrate it algebraically, so as to show 
that it is a proper rnethod applicable to all casqs, proving that 

|“X 100 must equal as follows; - 


Similarly, 

% 

Spiiv2 ^ Pil 

rSwg : Swi ^ 

« 


S(£;)xl00xp,q, 



* ■ . . " " 


♦ 

= |P“^^xl00.*- • 

Spiqi , 


‘ ^ . . . 

Therefore, 

X ’ 

o 

o 

II 



WhaJ,«then, is this quantity, 10© to which we find both 

our fomtulae for the index to be equal? It is the first year’s^ 
quantities, each at the second year’s^ prices, divided by the first 
year’s^ quantities, each at the first year’,s^ prices, multiplied by 
a hundred; or we might call it one hundred times the ratio of 
the second year’s to the first year’s expenditme. 

This simplified method of using the same quantities of the 
different items of our index at two or more points of time, and 
supposing the expenditures to change, is a mathematical con- 
venience. What we are really doing is to measure *the price- 
level of a complex commodity, made up of certain specified 
quantities of particular things : we might c^jmpile an index for 
measuring the price fluctuations* of a complex commodity 
consisting of 1,000 lbs: of bread and 30 gallons of beef; the 
physical quantities are not goiJig to be compared in any way 
with each other : on the contrary, we sh'all assume them to b& 
fixed, each at their respective amounts all the time, an3 the 
index nufiiber obtained must be the same as the one ^suiting 
from the assumption that expenditures, are the same and 
quantities alter. 

Actual indices df diverse objects are compiled by using the 
complex commodity method; it is easier. But we must not let 
this feqj lead us to suppose that the quantities are vital; our 
criterion is ^hat the items in our ifidex remain of the same 
relative monetary importance.* • 

^ ^ Most of the periods we deal with are yeai^. 
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'This does not mean, indeed, that total expenditure must , 
remain the same from year to year; it meanr tha| relative 
' expenditure mpst be the same : so long as expenditure is in the 
proportions S:15:2 in oiir example, the basis of comparison 
exists : we might have expenditure £200, £600, £80, all double 
what they were in the base year, for instance. ‘ 

c. This brings us to an important point of statistical theory. 

Over a long period of 'time, of in the comparison of two groups — 
of people living in widely differing circumstances, the weights 
will not, as a matter of experience, remain , the same; relative 
expenditures on different items will change. To the extent;!.tc-*'^ 
which tliat happens, the basis of comparison is Vif|at6d. 

In practice, it is too difficult and costly an operation to hold 
an elaborate statistical enquiry in order to find eut whether the 
relative expenditures op different items arc the same; we go on 
measuring the value of a complex commodity until vf"® have 
some obvious reason to suspect that it no longer repitjsents the 
expenditure of the group we have in mind. 

This brings us to tjie question of whether the concept of a 
general price-level, fluctuating in relation to itself in previous 
years, is theoretically admissible. Strictly speaking, it is not: 
we have no reason to suppose that relatwe expenditure upon 
different items remains the same from year to- year. We can 
think of a general price-level as including everything which has 
existed during the year and is purchasable in normal circum- 
stafTces with money. It is easier, perhaps, to consider the index 
as being Aat of an,.extremely complex commodity, made up of 
both income-gcKjds and capital-goods. But since we may feel 
sure ’’that this very complex commodity does not remain stable 
in content, either for one nation or for the whole world, we 
/ must remember that we are dealing in terms of a rough approxi- 
mation, whose theoretical precision the very march of progress 
invalidates. Similarly, if general warfare breaks out, and the 
economies of the nations are consequently waited to military 
ends, then, clearly, durable goods currently produced change 
iji nature significantly : instead of houses, battleships are being 
built, and guns instead of motor-cars.' Thus the complex com" 
modity no longer includes so many houses and so maigy battle- 
ships, but more of the latter and less of the foimer, for some 
hcruses will have become worn out and replacement building 
notcSHously fells off in fime of war. r 
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When we Aink of our approximate general price-level, we 
have in ijpindfhe values of income-goods to the public asf.con- . 
sumers, plus tlie values of capital-goo^s to the piiblic as ewners 
of* wealth. Thus we must be careful to include everything 
existing during the year once only. If we included a certain 
thing, let us say cotton, every time it was the object of a 
monetary transaction, we shouW be counting the same thing 
twice or more ; some piece of cotton n5ight be sold a dozen 
tim#s among members of the cottoo marke|. What we ought 
to do, then, is to reckon Xhat piece of cotton once only at 
"■''tha average of the twelve prices at which it has changed 
hands. Eve^i if we imagine a general price-level estimated in 
this way, however, we are formulating only an approximate 
concept. 

No^ general priCe-level is in fact icompiled in this way 
becaifse the practical difficulties, collecting the various prices 
and asse^ing weights strictly appropriate to the base year, and 
approximately relevant to subsequent ones, prove to be diffi- 
culties which are insuperable in practice. 

In the practice of index numbers, indeed, the process of 
approximation is typical.^ There exist in many coxmtries 
indices of wholesale* prices, and ones which are based upon 
retail prices. The latter are compiled principally for measur- 
ing the cost of living to poor persons, and mvestiga|ion sug- 
gests that the composite commodity, representing necessaries 
of life^ to receivers of the lowest strata of incomes, changes 
but slightly over decades. • , 

One of the most dangerous iferms of approximatioji m 
econoinic statistics is the practice of applymg indices to groups 
of persons to whom they do not strictly relate. Thus it is 
dangerous to apply the cost of living index to the middle* 
classes since the things included in the index, and their weights, 
belong to 1;he poorest sections of the community. * 

No basis ot comparison exists, as we ‘have said, between 
strata of a population purchasing substantially different things, 
or the same things fn markedly different proportions. If w® 

possessed two c®st of living indices, one for poor and one for 

• 

^ It is because our statistics are in practke only approximate that we 
usually work o#t indices to the neareg: integer; if we worked out indices to 
fractions, or to two or three* places of decimals, it would give a Mse 
appearance of precision. ' 

^ Including* of course, rent; ligliting and heating, as weTl as foodstuffs. 

^ ' • 73 ^ 



AN INTRODUCTION TO M-ONEY 

rich‘, called them each 100 in the base year, an^ found that, 

, whilst' the rich persons’ index had advanced to u20, /he poor 
persons’ had f?.llen to 90^ it would be ihadmissible to deduce 
from these facts alone that the purchasing power of money was 
too high to the poor compared with its purchasing power to the 
rich. That would be true only if some sort of equilibrium had 
existed between the two purchasing powers in the base year. 
We have assumed this to be so if we describe »the relation 
120:90 as an imp/oper one, and such an assumption w®uld 
require an elaborate argument to justify it. 

One index, sometimes identified wrongly with the gene^^h* 
index, may be described as the transactions standard.'^ Here, a 
standard means an index for measuring the value of money 
according to a particular criterion. The criterion is the volume 
of transactions entered into in respect of the different, items. 
But the volume of transactions measures the importances of 
commodities do dealers in money as such, and w# are not 
interested in dealers in money as such. When we think of the 
public, we are interested in a national group, as consumers and 
as owners of wealth. 

Two price-levels which have figured largely in monetary 
theory, as we shall find in Chapter VII, aee tiiose of consump- 
tion-goods available to the public, and of output as a whole. 
Some ou|;put, obviously, such as dies and machine toolsv is used 
almost exclusively in productive processes and is not, in this 
sense, available to the public for consumption. But it is clear 
that the public which consumes available output, and deals 
as jjroducers and consumers with aggregate output, is not 
to be compared with itself at different times if available out- 
put and aggregate output &ch come to mean different 
.-things to it. These price-levels will prove to be interesting 
in themselves, but they cannot be applied strictly to the 
comparison of the value of money to the public at different 
times. ^ 

A particular case of a change in the composition of output 
is the introduction of a new commodity. ' If, for example, the 
public begins to eat some new patent food iiN place of bread, 
it will not be permissible, in strict theory, to compare ^Jhe same 
group in two periods, the first being before the« introduction 
of the new food and the second being afterwards. What is 
real^lm question is thi' validity of die weights ; before the Tiew 
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good exists,, clearly its weight is zero; afterwards its weight will 
become ipf si^ifioant^size; therefore a scheme of weight* neg-. 
lecting the new food ho longer applies to the expenditure of the 
group ill question. • 

^ Furthermore, we must notice a pitfall concealed in the use 
of* words which enables a theoretical objection to be raised 
against nearly all attempts to cojnpare the value of money as 
•* between different times or places. For* when we take stock 
of prices, we observe, for example? the priqp of Player’s Navy 
Cut Cigarettes: if a packet of twenty. cost 1/- ten years ago 
1 /- to-day, we say that the price is the same. But is the 
packet of 1927 really the same as the packet of 1937? The 
cigarettes may be larger, better in quality and better packed; 
improved methods of distribution may have enabled the public 
as a wljole to obtain*fresher cigarettes. •The name of commodi- 
ties rftay remain unaltered, while the realities change, often 
enough in subtle and obscure ways — and not always for the 
better. 

We may ^ay, then, that our categ»ries, the items which 
compose our indices, are often false categories.^ To teke 
another example, suppose that what is called the quartern loaf 
were substantially better, or worse, in quality than during last 
century, while the price is unchanged : there is, nevertheless, a 
concealed alteration in the value of money, as expressed by the 
price of bread, or by any index into which bread enters |s a 
component item. 

The point should be stressed that, as well as n^w things 
becoming purchasable with progress, some ol<k ones cea§e to 
be puroiiasable with the’ passage of time; further, that articles 
which are identical at one place have widely discrepant sig- 
nificances in different places. As Mr. Keynes wrote : “ Wei are • 
not in a position to weigh the satisfactions for similar persons 
of Pharaot’s slaves against Fifth A'^enue’s motor-cars, or dear 
fuel and cheap* ice to Laplanders with cheap fuel and dear ice 
to Hottentots.”® 

In conclusion, it' is worth while, perhaps, to demonstrate 
that weights must be kept the same if a comparison is to be 
madef |f we adopt the complex commodity short-cut, our 

^ Consider, for instance, the falseness of tke category motor-?5«t, 

^ A. TreatBe on Money , 1930 , Yolame I, page 104 . * 
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complex commodity must remain of fixed contpt. It might 
,seem;lhat we could, in theory, change the weightsi^mal^mg them 
precisely appropriate to each period. But we can show that 
such a proceeding can produce a ridiculous result. If is true, 
too, that changing the weights must always distort the final 
figures, but to demonstrate this would require a long and 
elaborate argument too large for inclusion in the present book. 

Thus let us considfcr the case of a man spending £18 upon 
two commodities, ^ and B,'in three successive years, with^the 
following varying distributions: . 


1. A 

148 units @ 1/- 

7 

8 

0 


B 

106 units @ 2/- 

10 

12 

0 




£18 

,-0 

0 

.2. 

A 

120 units @ 1/3 

7 

10 

0 


B 

120 units @ 1/9 

10 

10 

0 




£18 

0 

0 

3. 

A 

80 units @1/3 

5 

0 

0 


B 

1040 units @1/9 

13 


0 



7 

£18 

0 

0 


If we do not keep the same weights, we shall take, in our 
example, the numbSr of shillings for each item in each case, so 
that die sum of the weights will be alv/ays 360. 


.Therrfor^ gPg ^ 100.148 + ig(X212 


36,000 

360 ” 360 ' 

^ SpioW,_ 125.150+87, 5.210_37,125 


Sw„ 

Sp^Wg , 

Swg 


360 


360 


100 ; 


: 103;i 


125.100+ 87,5.260 35,250 , 


360 


360' 


We have shown that, if w& change the weights, then tfie 'Jirice- 
level falls from 103 to 98 as between the second and third years. 
But t^ is absurd, since the prices prevailing are the same. 

^ To the nearest iflteger. 
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Thus we say that a method wherein the weights are 
changedito smt the dffierent years precisely does not pro4;:ce a, 
v^lid comparison. ’ • • 

: « '■ , 

§n • 

The generaVcase of quantity and value: the quantity of money. 

'The velocity of money as a determinant of its value. The 
^ demand for money to hold: Cctnnan. Seasonal varia- 
tions, in the demand for money. The elasticity of the 
demand*for money: elasticity of demand for money equal 
to unity— static and dynamic aspects; long run and short 
run. ” * 

• 

We ^e familiar with the general idea that the more there 
is available of any commodity the less its v^lue becomes. 
Demand curves slope downwards in the sense that, if a manu- 
facturer wants to sell more of his product, he must lower 
the price. In general, the fact of being rare is enough to 
make a thing valuable, and we can put die same idea in more 
comprehensive fomi by saying that quantity and value vary 
inversely. 

This is true also of money. If we find ourselves* suddenly 
possessed of 50% more money than usual, we enjoy a plesj^ant 
feeling of affluence, and we incline to buy things which seemed 
too expensive hitherto. While it purchases the sam%. things as 
. before, money does not .seem so precious becauSe we have jnore 
of it; should feel just the sagie about any other commodity. 
But suppose that the government began to manufacture incon- 
vertible treasury notes and one morning sent to everybody a* 
sum equaj to 50% of the money each person possessed: there 
would be a ri^t to get near the shops, for everyone wo*uld feel 
so rich that they would all try to spend mofe than usual at once. 
The only way for .shopkeepers to prevent their entire stock 
being sold out woul’d be,to put up prices, and quickly to order 
more goods frofti the wholesalers; but if all retailers were order- 
ing moae, wholesalers would have tq put up prices, and then 
manufacturers would be forced to do, and so on, until all prices 
had been forced up enough. 3ut if alljprices went up, ttjga^e 
value of money has gonetiowm that is the effecf of increasing 
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its volume by 50%, and of course, a bigger depreciation in the 
r value.'' of money would be caused by increasing the quantity 
100%, and mofiey’s value ^could be increased by decreasing the 
quantity of it " 

But there is another factor affecting the value of money : 
the speed at which it circulates, which is usually called tRe 
Velocity of circulation of money, or, more shortly, the velocity 
of money. For mone^y is used, of course, to buy- things, and -*■ 
what we have in m^d when- we speak of velocity is how many 
times it is used to buy something within a given period. Let 
us compare two states of affairs: in the first, let us^^suppoec** 
that, on the average, money is used to buy something once in 
a week; for the rest of the time it is lying idle in someone’s 
possession; in the second case, suppose that money, on the 
average, is used to purchase things twice a week. I,,et the 
amount of goods sold be the same in both cases : then in lii'hich 
case is the greater quantity of money required? Clearly in the 
first case, wherein the velocity was slower. So we may say that 
as the velocity of money increases, less of it wilj be required; 
therefore an increase in velocity affects the value of money in 
the same way as an increase in its quantity affects it. In 
general terms, then, the value of money varies inversely with 
^ its velocity, as well as inversely with its quantity. 

This is not an easy matter to understand; an example may 
make it plainer; in trying to make the example simple, we shall 
necessarily make it somewhat artificial. 

A cer^in man decided to employ a hundred unemployed 
at £^, per man «per week; he housed the men upon his estate, 
and set up a store which was ^stocked with provisions worth 
£100 every Saturday night; on Sunday the men were paid and 
qjromptly" spent all their wages, thereby emptying the store; 
each £1 bought a man’s provisions for the week. The employer 
kept £r00 in notes for the purpose of paying wages; there was 
thus a short period' on Sunday when the whole of the £100 
was in the possession of the men. One Wednesday night, the 
shed containing fifty men’s provisions, for the rest of the week 
was swept away into the sea during a gale,<-the provisions 
being lost entirely. The^ employer had the store filied'''with 
'£50 worth of goods during the qight and paid the fifty sufferers 
their jvages, half a week early, ^before they began work on 
Thursaay mocning; the*' fifty men thereupon cleared the stbre 
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of its provisions. Thereafter payment and expenditure were 
effected% twic% a .week, half early on Thursday and h^lf on, 
' Sunday. Then the employer observed that of tjiie original £100 
h*alf never left his possession; the same £50 wa? paid out and 
received back on Thursday and paid out and received back 
a^ain on Sunday. He therefore invested the idle £50, finding 
the scheme would work without it.* In this case, the velocity 
of £50 doubled; it did the work fiitherto*done by £100; we may 
say, to use another word, tfiat the efficiency of the £50 was 
doubled. It is evident that the employer no longer needed so 
-’^uch of his wealth in the form of money; his demand for 
money *dec;Jined because the velocity of part of his money 
increased. 

When we •speak of the demand for money, we must be quite 
clear about what '^e mean: we do n»t mean the demand for 
weahli nor for income. Demand for the latter may be 
insatiable; demand for money is limited. We may want 
unlimited wealth; we do not want an indefinitely large propor- 
tion of our •wealth in the form of money. When the employer 
found that he did not “want” the second £50 any more,-* that 
did not mean that he destroyed it nor gave it away; it meant 
that he did not want so much of his wealth in the form of 
• money; he preferred the second £50 in the form of an invest- 
ment which would earn interest. , 

This brings us to the question of why people want of 
their wealth in the form of money; after all, money does us no 
good until vi'e get rid of it. The matter was put v^ry simply 
and clearly by the late Prof. Cannan. He explained^ th^t the 
■ demand for money was a demand for money to hold. We 
require money to keep, in the*bank, in J:he form of a deposit, 
or in the form of currency in our pockets. We need It in prdep 
to have the means of making our everyday purchases, and to 
have sontething available immediately, if possible, to* meet a 
sudden emergency. The amount of money we hold varies; 
in many cases, it dwindles away until, as pay-day approaches, 
there is little or nofhing^left. But, on the average, everybody 
(except small hrfants) has something; everybody’s average hold- 
ing is tlje demand for money. 

Now if we think about this carefully, we shall see that the 
demand for money to hold varies inversely with the velggit;^ of 
* * Edwin Cannan: 9foney, 1935, Part II, SectioSi 2. 
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circulation. The more quickly it passes from hand to hand, or 
rthe i^ore frequent the pay-days and spendings/then^the less 
money is required to be held at any time in order to buy the 
same amount’of goods at the same prices. And if we increase 
the speed of money, keeping the quantity the same, that wiU 
have the same effect as a proportionate increase in the quantity 
of money while its speed of circulation remains the same; in 
either case, the value bf money goes down or, the same thing 
in other words, pri^jes in general go up. c 

The demand for money is not always the same. At 
Christmas, for instance, there is a marked increase in tfer* 
demand for one sort of money, currency, to be held tor only 
a short time before being spent on presents and festivities. 
The Christmas demand for currency is an example of what is 
called the seasonal vasation in the dematid for monqy. A 
more important seasonal variation is the one which occlfrs in 
agricultural countries, like Canada, when the crops are being 
harvested; then, within a short time, many of the inhabitants’ 
yearly income is being paid all in one block. Tl]e demand for 
money to be spent in buying the crop becomes acute, and in 
fact the monetary authorities let the quantity of money increase 
at that season so as to stop the mcreasef in its value which 
would occur otherwise; for it would be very inconvenient if 
prices in, general were to fall noticeably for a short-’ period 
every autumn. 

If a decrease in the price for a commodity causes a more 
than proDprtionatewincrease in the amount of it sold, we say 
that fhe demand for the good is elastic; and, conversely, if a 
decrease in price causes a less^than proportionate increase in 
amount sold, we say, that dernand is inelastic. Similarly, of 
xourse, With increases in price and the consequent decreases in 
demand. What about the elasticity of demand for money? 
We say'that money’s elastidty of demand is equal to one, or to 
unity; by this we mean that an increase in the v'alue of money 
will cause an exactly proportionate decrease in the demand for 
it, and conversely that a decrease in ,the value of money will 
bring about an exactly proportionate increase- in the demand 
for money to hold. If the volume of money held by the jpublic 
is increased by 25 % as "the result of arbitrary action on the 
pair ^ the monetary ^authorities, that is, if the volume is 
multiplied by* #, then the general index will, also be multipfied 
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by i, and the value of money by The argument runs tllus : 

everylsody’% supply of money were suddenly doubled* then, 
'ajl prices would as quickly be douljled also; tfeat is, its value 
would be halved. But this is what is called a static idea: at 
the first point of time (state 1), the volume of money was 100; 
af the second point of time (state 2), its volume was 200, its 
values being respectively 100 and *50. The world, however, 
does not move suddenly from *one seft of chcumstances to 
an«ther; in actual fact, the volume of moijpy does not double 
during the night, but usually changes .very gradually, and the 
"'Effects of the almost unnoticeable increase are different accord- 
ing to tlie different parts of the monetary structure in which the 
increase may occur. 

For instaitce, suppose that bankers create more money by 
giving credits to cotton cloth makei# : the first thing that 
hapjJfens is that the price of cotton yarn goes up, because 
weaving’firms have more to spend in buying the produce of 
spinners; receiving more money, spinners increase output and 
compete morf keenly in the raw cotton market, so driving up 
the price of raw cotton, increasing the receipts of the catton * 
brokers and causing them to offer higher prices to growers, 
who thereupon put more land into cultivation. As these effects 
are occurring, the wages of workers may go up, which will 
increase the turnover of shops. In the end, the equaliging effect 
of competition on profits will no doubt spread the rise of prices 
over all goods equally; that is to say, if one line of busings is 
more profitable than another, producers will deset^ the less "** 
profitable lines and go in for the more profitable on^s, so , 
reducing the profits of the more profitable by their competition 
and increasing the profits of tlie less pr,ofitable by withdraw- 
ing their competition. But this only happens in the •long.run,* 
and “In the long run” (to quote Mr. Keynes’s immortal 
phrase^) '"we are all dead.” Long before the final effects of 
giving additional credit to cotton weavers have worked them- 
selves out, other short-run effects have dwarfed the former into 
insignificance, Ecdnonyc life is the resultant of conflicting 
short-run effects. It is the study of the short run, of the 
gradffal,changes which we meet in real life, which is described 
as the dynamic approach; tljis is contrasted with the very 
theoretical static aspect of economic jghenomena. The static 

' J. M.*Keynes: A Traction Monetary Reform, 193^ page 80. 
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view has its uses in illustrating the principles governing - 
, economic relationships, but it is essentially, an hbstrfiction, a^ 
simplification, pof which vws cannot find exact examples in the” 
real world where multitudes of conflicting tendencies "operate 
simultaneously. 


MV = PT. Fisher’s equatwns. 'Assumption of static condi- 
tions; the short-run transition. JPerpetual transition? The 
scope of quantity theory. ^ ^ 

The idea that the value of money depends upon its quan- 
tity and its velocity of circulation is known as the quantity 
theory of money. Anether way of putting quantity theory is 
to say that the price-level depends on the volume and v^-ocity 
of money. The most concise form of expressing the 'idea was 
achieved by Prof. Irv'ing Fisher who stated it as an equation ; 
MV =PT,^ where , 

* M equals the volume of money; 

V equals the velocity of circulation of money; 

P equals the price-level; 

T equals the volume of transactions. 

It has been pointed out, indeed, that the equation , is little 
mofe than a truism: suppose the volume of money is 
£1,000,000, and itg average velocity of circulation is 10 per 
annum; Ihen HV = £10,0(X),000 per annum; that is to say, 
annual expenditure is £10,000,000. Rut what is P x T,? T is' 
the number of things sold per ’'annum and P is their prices; if 
,we multiply P by T," then, we get tlie value of annual sales. 
So all the equation states is that annual expenditure equals 
annuak sales, and these, after aU, are two names fof the same 
thing. The equation does not prove anything^, it was never 
meant to do. But it is an exceedingly useful way of stating 
quantity theory because it enables us to think with mathe- 
matical clarity and precision. Thus,' we can -compile a large 
number of propositions which are certainly true : webcam say 
this sort of thing: ' 

^ Iwig Fisher: The B^^rchasing Power of Money, 1911; especj^aily 
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L If V and T remain constant and M increases^ then P 

^ nSust iilcrease. ^ 

, 2. If M and T remain constant* and V increases, then P 
rilust increase. • 

, 3. If M and P remain constant and V increases, then T 
must increase. 

4. If M and V remain constant and T increases, then P 
must decrease. 


And so forth. Prof. Irving. Fisher implied ^largely, I think, for 
■^e sake of simplicity and convenience) that there were no 
autonomous, movements on the part of P, but that it always 
changed as a result of a movement in one of the other terms. 
It has been argued since that P can start a movement and 
cause jone or morS of the other terms to adjust itself; this 
happens, for instance, if a wave of pessimism sweeps over all 
the markets, causing sellers to mark down prices. 

When we speak of one of the terms bringing about a 
change m ang)ther, we must be quite clear what assumptions 
we are making tacitly. If all four terms remained constanSi we 
should describe that as ^ a condition of equilibrium, which 
never, of course, exists in the world of actuality. And when 
we supposed, in the propositions instanced above, that two 
of the terms remained constant, we are making the assumption 
of static conditions; when an economic quantity changes in our 
dynamic world, others do not stay put; they are affected ”^nd 
begin to vaty too. But it is true that if theije were a,^ondition 
approximating to equilibrium prevailing and' this was, sud- 
’denly disturbed, let us Say, by a large increase in M, after all 
the other terms had been profoundly a|fected thereby, there 
might appear a new condition of approximate equilibrimp in» 
which V had reverted to about its former figure and T also; 
the net effect would be an increase in P balancing the ihcrease 
in M. This i^, of course, all that Prof. Irving Fisher claimed 
that he had shown by his equation; that it illustrated the 
ultimate effects aftef the period of transition was over : “ These 
permanent or ultimate effects follow after a new equilibrium is 
estabSsljed ... if, indeed, such a condition as equilibrium 
may be said*ever to be established.’”^* 

We have come back, in tact, to the position which '?ve 

^ Irving Fisher: The Purcffasmg Power of Money, 19?!, page 56. 
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reached in the last section : the precise propositions (page 83) 
-whicii we can derive from the equation, MV = PT/ depend^ 
upon the assumption of stability in one or two of the terms pf 
the equation,'*and this assumption is true to actuality "only in 
the long run. In the short run, there is a period of transitiqp, 
wherein all the terms are varying. And in the actual world, 
there are so many and'so^ great impulses disturbing the 
tendency to equilibiium, that economic life is a permanent 
transition. Equililjrium is Mke tb-morrow; it never comes; •for 
as soon as the grey streaks of dawn appear, to-morrow means 
something else; as soon as the tendency to equilibrjum haS^ 
begun to compensate for some disturbance, something else 
happens and the equilibrium to which we are tending means 
something else. It is true that water tends to assume a roughly 
fiat surface, but if we k-eep on throwing stones into a popd, we 
not only disturb the flat surface which it is trydng to assuirfe, we 
also make it try to assume a slightly different flat surMce, since 
the level of the water alters as we fill up the pond with stones. 

The quantity theory of money is a concept of long-run 
phenomena. It has its use in illustrating the forces at play, 
but it win not enable us to reach mathematical results in a 
short-run world. We cannot say, for instance, that if we add 
10% to M, there will be, after a few weeks’ transition, a 10% 
rise in Pt the transition goes on for ever, and other disturbing 
factors always prevent our experiencing isolated long-run 
effeSts. 

It shguld be mentioned that Prof. Irving Fisher provides 
several sets of identities in 'his elucidation of quantity theory. 

If E = expenditure, = V. Then he considers all prices which 

he calls pi, p., pi . . ., and all quantities of goods sold, which 
he calls qi, q^, q^ . . . , and these all add up to Q. Then 
MV=SpQ = PT. But when Prof. Irving Fisher speaks about 
money, he means what we have called currency, so that MV 
really takes no account of the biggest group of money which 
exists, that is to say, bank deposits. |Ie therefore rewrites the 
equation to include all forms of pa 5 mient as MV-|-M'V' = PT, 

P now meaning the pricedevel of all goods and not only Those 
bought with currency; T', similarly, meaning all-transactions 
arid mjt only those effected with currency; and M' signifying 
the volume ef bank deposits, and V' their velocity. Theh it 
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is suggested that M' always bears approximately the same rela- 
^tion to And this is but the beginning of a very interlsting , 
line of investigation; but the rest* of Prof. Jrving Fisher’s 
enquiry* is too specialised for even the most inadequate 
summary in the present elementary discussion.^ * 
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, interest • • 

85; 



‘ CHAPTER Vn 


EQUATIONS OF 'fHE VALUE OF MONEY AND THEIR 
APPLICATION TO THE TRADE CYCL^ 

§l 

Aim of the next two r chapters. Theories of the value of 
money. The trade cycle. The general theory of enfploy- 
ment, interest and money in Chapter VIII. 

In the next two chapters we shall attempt fo review the 
mos^ important part of what is spoken of generally as the 
theory of money. Without doubt this is the most difficult 
matter in our study of the subject of nft)ney; yet we shall 
attempt to survey the difficult country at this early stage 
because, ,if we did not, much of what we have to say later 
would not appear with its proper significance. Without a 
sound basis of theory we should find monetary history a 
jumble o|^ facts, wJaose relation to each other would not be 
plain,. We should have no way. without our theoretical general- 
isations, of perceiving what was really important and what 
was not. . 

In thd case of monetary policy, too, we should hear with 
our ears but should not understand. We shall say^much re- 
garding'^' the gold standard,*especially in Chapters IX, X and 
XVI, but we should not discuss it sensibly*^ without our 
monetary theory in mind. 

The same is true of the chaptefs devoted to monetary 
institutions and technique (XIII, XIV, XV^. We should 
possess no means of judging how the system works, if^-wS had 
no clear idea of how it ought tp work; the basic ideas of this 
soft are drawn from oqr moneta^?^ theory. 

Monetary’theory is like a living thing; we think*' of 
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^ it as o^anic; for it has grown to its present form from \^hat 
• ^t was iiA. the past; it has changed greatly in die post-waf era, 
out it could hardly have taken its gresent shage if its earlier 
forms had not been what they were. • 

It is partly for this reason that we shall trace, in some 
measure, the history of monetary theory, by considering 
earlier theories first and the later ideas afterwards. The 
earlier will help us to understand the later ones, and we shall 
find that the older ideas are Still ipiportant in themselves. 

We must not suppose, indeed, that., the last word has been 
■written on the subject of monetaiy theory; without doubt the 
future will ijring further clarification, tiiough we must expect, 
perhaps, a bringing to light of fresh difficulties, and a tendency 
for theory to- become more complex, rather than a grand, 
simpli^ing solution: of our problem. As Sir Arthur Edding- 
ton v?rote of his own branch of science, “ I sometimes think 
that the progress of knowledge is to be measured not by the 
questions that it has answered but by the questions that it 
provokes us to ask.”^ , 

What, then, is the nature of our problem? As it was seen 
in times gone by, the problem, in its theoretical aspects, 
seemed to hinge upsn the value of money. Why had money 
value, in the sense of purchasing power? Why was its value 
not always the same? The answers were not very satisfying. 
Then the attempt to understand took a more direct approach : 
why was trade sometimes good and sometimes bad? That, 
after all, was what mattered; it mattered directly or indirectly 
to everyone. Profits and employihent were s«metiiSes high, 
'and sojnethnes losses Were general and unemployment' rife. 
This alternation became knoi^n as the^ trade cycle, and it 
became the object of monetary theory ’to explain the trade* 
cycle. 

It is permissible to say that ‘monetary theory became 
obsessed with*the trade cycle; that writers made the mistake 
of concentrating attention upon it too much, so that they built 
up special trade cycle theories and lost sight of the wider 
issues to which their sf)ecial theories ought to have been 
relate. It is in Chapter VIII that we shall bring our monetary 
theory iip tc> date, and there we shall find the parts of the 
monetary economy related to bach other in a general theacy 

* • ' New Pathways in Science, page 325. • 
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of employment interest and money — Mr. Keynes’s general 
theory. 

We must l^ar in mind the difficulty, an acute one, which 
we looked upon in the last chapter, namely, that the very idea 
of money having a general value is no more than an approxi- 
mation. We shall see the equations which express the value 
ef money in algebraical form altering in meaning ; the verbal 
explanations of the 'equations speak of “ the price-level ”, 
which fluctuates inversely jvith the value of money. BW in 
the various equations the price-levels are different things, so 
that the value of money means diffm'ent things also. -«-■ 

No one has contributed more to the understapdiiig of the 
difficult subject of money than Mr. J. M. Keynes has done, 
and, except in one instance,^ it is with his work that we shall 
be concerned in this cj;iapter and the next one. In an intro- 
ductory book like the present one, however, we cannofceven 
touch upon all the contributions which he has made.' It must 
suffice, at the moment, to attempt a summary, in a few words, 
of certain thoughts contained in: A Tract on Monetary 
Refprm (1923), A Treatise on Money (1930), and, in Chapter 
VIII, The General Theory of Employment, Interest and 
Money (1936).^ «■ 

Such a summary can do no more than suggest the nature 
of somejpart of his thought about money; the brevity of the 
summary entails inadequate delineation and some over- 
sinfplication. But our intention wiU have been ful fill ed if the 
reader perceives f^r himself the reasons which make a study 
of the v?6rks dted above Both necessary and interesting. In 
no sense can the following summary serve as a substifute for 
the originals. 

^•The equation MV=PT in Section 3 of this chapter. 

"The three works will be referred to as The Tracty The Treatise and 
The General Theory respectively. 
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Equations of the value of money: 

n = pk, and n = p(k + rkO; the income-velocity approach^ 
The value of money examined in ^rder to explain the 
trade cycle. . 

^ . . . . 

1 — Q+— and II=Q:f--g-. Profits, savings, investment 

and income defined in unusual senses. Equilibrium with 
excess prvfits at zero. 


We are concerned, in connection with the value of money, 
with Qaly one section of one chapter of The Tract (Chapter III, 
Section 1). In restating the quantity theory,^ Mr. Keynes uses 
the letters n = pk, roughly corresponding to M'^=PT; here, 
h is the quantity of what Mr. Keynes calls cash, in the sense 
of currency; p is the price of a “ conshraption unit ” (which 
we will call c); c is “made up of a collection of specffied 
quantities of their (the public’s) standard articles of consump- 
r tion or other objects of expenditure c is, then, a complex 

consumption commodity, in the sense in which we use the 
phrase In statistics, as we did in the last chapter; and k is 
' the number of consumption units over which the pufelic 

likes to keep purchasing power available in the form of 
currency. » * ^ 

We might say, then, jthat n = the notes and coins of a t:om- -• 
munity;*c - a complex commodity representing total consump- 
tion per unit time (e.g. per day), divided by the population 
of the community; p=the price-level of c; and k=the number ’ 
of c’s which the public likes to haye currency ready tp pur- 
chase. Its cuiirency must, then, amount to kp; but its cur- 
rency is, of course, n; /. n = kp. As with MV=PT, the 
• two sides of the equation are different names for the same 

thing. • 

Bijt we are n5t interested in the price-level of things bought 

• * 

* It is not entirely accurate to call this approach a restatement of the 
, quantity theory; it is more usually called the income-velocity approach mr 

} the cash-balances treatment, ^ 

I ^The Tracts page 76, , ■ • , . 
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only^ with currency, wherefore Mr. Keynes rewrites the 
, equation as n = p(k + rkO, where we “ assume that the publi(^. 
including therbusiness world, find it convenient to keep tjie 
equivalent of k consumption units in cash and a further k' 
available at their banks against cheques, and that the banks 
keep in cash a proportion r of their potential liabilities (kO'^ to 
'the public.”^ Thus the equation, n = p(k + rkO, is somewhat 
similar to Prof. Irvin| Fisher’s MV + M'V''=PT;cbut it is not - 
quite the same thing, because the latter refers to the price-level 
of everything; P is\he index number known as the transactions 
standard, mentioned in the last chapter; p, on the other han^ 
is the price-level of consumption-goods (the things; real income 
' consists of), so that n is not really the total volume of currency, 
but that part of the volume of currency which is kept by the 
public to spend on what it consumes and by the banks as 
cash reserve against those deposits, belonging to the*public, 
designed for expenditure on income-goods; currency for 
spending on capital assets, or for backing deposits designed 
for capital transactions, is thus excluded from^the equation. 
TMs approach is usually called the income-velocity theory of 
money, p may be described also as the income-balances 
standard, for the weights which would'-be used if such an 
(index number were actually compiled would be derived from 
[ the amounts of income balances held against the complex con- 
i sumption commodity. ; 

’^No critic of Mr. Keynes’s work is more penetrating than 
Mr. Keynes himself, and, when n is described as being only a 
part of total currency, we Sre trying to put in a very short and 
simple manner the chief point of 'the criticism which he 
levelled at The Tract's equations when reviewing them in 1930 
in J he Treatise.^ 

p may be seen as the price-level of consumption-goods; it 
may bfe very important to study this, for if we find* that p has 
gone up, say, from -100 to 102, during a periodVhen the price- 
level of capital-goods has gone up from 100 to 120, we may 
be able to use this knowledge to explain why there are re- 
current slumps and booms in business. 

As we observed in Section 1, the fact that tradq is' some- 
times brisk and sometimes _,slack, not from -.one" year to- 

^ ^ ?Fhe Tracts ^ge 77. ^ 

‘Chapter XIV, Section 1. 
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janother^vbut over a period of years, is known as the |jrade 
Nycle. Hbwever much, over-concentration there may have been 
on*this subject, it remains true that the trade cytfle is the great 
problem 'of economics: we shall maintain that* it is a bad 
thing, because we see it as the proximate cause of the wide- 
spread miseries of unemployment; therefore we require to^ 
know why the trade cycle occurs hnd ,what policy we can 
pursue in order to stop it. . 

Because we want to know, ten, exactly what a slump 
means in terms of business statistics, we*are interested in price- 
levels. We want to know particularly what makes the various 
price-levels what they are, so that we can see what causes 
booms and depressions. 

It was observed, long ago that high and increasing prices 
occur m a boom, and that low and faSing prices occur in a 
slump! But, at the moment, we must consider only the way 
in which the value of money can be treated, aM leave the 
trade cycle xmtil the third section of this chapter. 

In The Treatise (1930), Mr. Keynes produced two “ Funda- 
mental Equations The first of these was constructed^ to 
point out the factors which govern the price-level of consump- 

tion- or income-goods; it reads P==0+h.^-. p is the price- 

level of ‘real income; we may describe it as a consumption 
standard for measuring the value of money; E is tlie earni^s 
of the community in a period of time; O is the total out- 
put of goods of all sorts; F is (Jie cost of production of 
capital-goods; S is the amount of money saved’out of money 
income «in the period of 'time; apd R is the output of income- 
goods. , 

Mr. Keynes derives this equation in the following fvay * 

Let E be the^total money-income or Earnings of the community 
in a unit of time, and T the part of it which ha*s been earned by the 
production of investment-goods, so that Y measures the cost of pro- 
duction of new investihent and E - L the cost of production of the 
current output of ^.onsumption-goods. 

Fufther, let S be the amount of Savings as defined above, so that 
E - S me&urej the current expenditure of income on consumption- 
goods. 

us choose our units of quantities ef goods in such a -way 
that a unit oFeach has the sarfie cost of production at !he base date; 
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and |fit O be the total output of goods in terms of these uMts in a ^ 
, unit of time, R the volume of liquid Consumption-good^'' and Se^ 
vices flowing cw to the market and purchased by consumers, ^na 
C the net inctement of Investment, in the sense that 0 =R-)-C. 

Let P be the price-level of liquid Consumption-goods, so that 
P.R represent tlie current expenditure on consumption-goods 5 nd 

E.g(=I') is the cost of prOduqtion of new investment. 

Then since the expenditure of the community on consumption- 
goods is equal to the difierente between its income and its savmgs, 
we have 



P.R.=E-S=g(R+C) 

■ F T' — ! 
^ R 


-S = |.R+I' 





which is the first of our Fundamental Equations. ^ ** 

Thus if P is to remain unchanged, the two terms on the 
right hand side must each remain constant,^ a double condition 
whkh Mr. Keynes explains in the following wor^s : 

The price-level of consumption-goods (pe. the inverse of the 
purchasing power of money) is made up, therefore, of two terms, 
the first of which represents the level of efficiency-earnings, i.e. the 
cost of production, and the second of which is positiver zero or 
negative, according as the cost of new investment exceeds, equals 
or falls short of the volume of current savings. It follows that the 
stability pf the purchasing power of money involves the two con- 
ditiops — that efficiency-earnifigs should be constant and that the 
cost of new investment should be equal'- to the volume of current 
savings.^ 

The second equation is very similar in form: it is: 

n=^-| — n is the price-level of ever3d;hing-., income-goods 

and capital-goods; I is different from F, for I is the value 
of capital-goods produced; F is them cdst of production; so 
I-F (=02) = the profits of the firms making capital-goods — 

^ The Treatise, page 135. ^ 

^ Compensatory changes in the ^wo terms will not tuke place spon- 
taaeousiy, as Mr. Keynes shows; on the contrary, a change in one of them 
wiII--produce a^ike ebange'^in the othe?, with cumulative effect. 

^The Treatise, page 136. 
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but “ plbfits ” in rather a peculiar sense, because there fhre 
• JjncludedXin F, as. part of the ordinary costs of produdion, 
i^hch normal profits as will cause ^anufactu^^rs to go on 
making their products on the same scale as before; so Qs we 
mi|ht call excess profits, which are so attractive that they cause 
manufacturers to increase the level of their output, or cause 
new firms to come into the lines of business wherein the excess*' 
profits are being made. * 

Mr. Keynes builds up the'secopd equation as follows: 

« 

^ Let P' be the price-level of new investment-goods, 

' n the price-level of output as a whole, 
and'! (=P'.C) the value (as distinguished from I', 
the cost of production) of the increment of 
new inyestment-goods. 


Then 


n= 


P.R-fP'.C 
■ O 
-S)+I 


(E 


O 

I-S 

o ’ 


+ 


which is the second of our Fundamental Equations.^ 

Thus, if things are to stay put, in equilibrium, I must equal 
F, and Qs must be zero. Qa can, of course, be negative, which 
is the same as F being greater than I; that means that firms 
are making minus excess profits, oi^ in othel: wgrds, -feat their 
actual profits are not up>to normal standards; this causes them 
to decrease output. If Qa is negative, it may still be quite 
small, not large enough to eat away the whole of normqj profits; 
on the other hand, of course, it may be negative and larger 
than normal profits; that is, the producers of capital-goods, on 
the average, make a net loss on the year’s ti^ding. 

But so far we have talked about the makers of capital-goods 
only; income-goods makers also come into the picture. Their 
excess profits ar§ called Qi, which equals F - S, so that; if F is 
greater than S, Qi is positive (more than normal profits), and, 
if F is ISss than S, Qx is negative (less than normal profits). 
Now let us add up the two lots of excess profits, Qx and Qs : ir- 

* • * The Treatise, page 137. ■» 
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Q/=: r - S and Q. = I - Y, ;, Q. + Q. = I' - S + 1 - 1' = if S, and 
this Mr. Keynes calls Q (without a suffix). ^ H I = S, ^io excess '^ 
profits are made; profits are noimal; the volume of outpUc 
does not change; equilibrium exists. 

These elaborate equations may seem somewhat difficult to 
focus in the mind, but if we look at them carefully, we shall 

see that they are reasohable. Considering p=g+V, P 

would go up if E increas^ with O stable and the who|e of 
the second term 'constant? E represents earnings or money 
income, and O represents output; if income increased while tfie 
things which income could be spent upon were as before, then 
the prices of some or all items composing loutput must 
increase. This must happen unless the increment of income 
were saved without being offset by an increased cost of pro- 
duction of new investment, that is, unless the second^ term, 

jf _ s • r — s 

-jg— , turned negative. Suppose -jg— v/ere to turn positive 

from zero, with ^ unchanged, that is, suppose $here were less 

saving compared with the amount of money spent in pro- 
ducing capital-goods ; then more money must pass through 
the other outlet, namely, expenditure on consumption-goods; 
such a change must obviously raise P, the price-level of con- 
sumptioh-goods. 

i^We could test the second equation in the same simple 
manner, and we should find in this case too that the effects 
of varying thg terms on the right hand side of the equation 
werd consonant with our ordinary fundamental idea that prices 
go up if more money is exchanged for the same amount of 
goods,- : ■ ■ ■ ■ 


The trade cycle: equations in action: 

(i) MV + M'V'=PT; the first attempt: limited results. 

Hi) n = p(k + rkO; the impossibility of getting accurate^ 
figuhs. The possibility* of an ‘ interpretation along 

m quantity theory lines. ' , 

(Hi) P = and 11—^+^^*: the divergence of 

“*savings ” and “ investment ” as the motivator. Sales 
of securities by business men. The vicious spiral. 
The reaction of income on savings. Falling price- 
levels in equilibrium due to progress. The cumulative 
•• process. The identity of the desired equilibrium. 

Now, the reason for these equations begins to become 
clear: they all show us what sort of changes make prices go 
up and down,*and, conversely, if we see prices (as shown,by 
index numbers) going up or down, then, by thinking of the 
equations, we should* have a pretty shrewd idea of the reason. 
Suppose prices have gone from 100 to 120: let us parade the 
equations and consider what alternatives they suggest. 

(i) MV + M'V' = PT. Either one, or both, of the voluriles 
of money (M and MO must have gone up; pr one or both of 
the velocities; or else T has gone "down. But* in fact, it is 
likely tljat each one wHi have increased — even T, for higher 
prices usually go together with t»risker trade. 

Now it should not be impossible to’ make a reasonably * 
accurate estimate of M; for M is composed largely of notes, 
and, since* notes are usually the liabilities of some bank or 
other, they prdbably occur in bank balance-sheets; similarly 
with M' since this stands for deposits. There is nothing so 
definite to guide our enquiry concerning T, but we should 
get some idea Of. this terin if we consider the volume of pro- 
duction and the volume of imports. V is very dilficult, but 
it is similar 40 and not of so great ’importance as Y\ and 
the latter can be evaluated wilh tolerable accuracy by con- 
sideftng the. total value of all cheques cleared through Ihe 

m - 
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baiiks. We must remember that P is only a rough hj Jication 
of tile price-level, but we have worked out all the rterms of 
the equation; -we can thep check our calculation by observirrg 
whether the left side of the equation equals the right sicie; 
if the two sides are almost the same, we cannot say, of course, 
that all our estimates are sound, for we may have made fwo 
or more errors which compensate for each other; but we shall 
at least be in a position to say that there is no /.Vidence that 
we are wrong. 

Now suppose Ive f\nd that P has gone up because M and 
M' have gone up; if the monetary authorities want P to go 
down again, they can, since the power is theirs,^ decrease M, 
and that will bring down M' because banks keep a volume of 
currency (M) in roughly constant proportion to their deposits 
(MO; the only way, th^en, in which they can preserve the pro- 
portion, when their M is reduced, is by decreasing their^'. 

But suppose it is an increase in V and V' which causes P 
to advance: what can authority do then? Reduce M so as 
to compensate? If they do so, suppose V and V' increase 
still further, leaving P unchanged at 120: what*does authority 
do about that? 

It is clear, surely, that the use of th^ equation in suggest- 
ing appropriate lines of policy has limits. What alterations 
in V and V' really prompt us to do is to ask why th^e terms 
have changed. Here the equation has no suggestion to offer; 
it<goes no deeper. In fact it does not go deep enough; it has 
its uses, but they are limited. 

* % * 

Cii) Let us consider the next one, n = p(k-frk'). *If p is 
the price-level of consumptic«i-goods, we must now suppose 
„ that it ie this price-llvel (and not the general one) which has 
advanced from 100 to 120. We cannot get very far in this 
case : •it might be that k and k' have gone down <Jn balance, 
with n and r unchanged; or that k and k' affd r are stable, 
with n increased; or that k and k' have gone up, with a much 
bigger rise in n, and with r stable; or that r has gone down 
wi& the other terms unchanged. *A decrease of n, with a 
much larger decrease in k and k', would be unlikely. ^ 

If the public took tO holding deposits instead of* currency 
fcr their prospective purchases, that would be reflected in the 
fact that k' increased by the amount that k decreased; since any 
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additioimo k' is multiplied by r, which is usually about i\/, a 
flow ” OT consumption units from k to k' entails an inc^^ase 
ir>|), unless r increases or n declines, in a degref sufficient to 
offset this movement. Transfers from k to k' are likely to be 
slow, but movements the other way may be of great import- 
;an<^. 

But, unfortunately, we are not able to collect sufficient^ 
{independent information about the terms ; we might discover 
that.m (the total stock of ciirrenjy) had increased, and so 
suspect that n would be greater, but wq coifld not obtain any 
figures for it; p we can ascertain roughly since there are 
adequate 'indices of income-goods prices; and r can be worked 
out from bank balance-sheets; but k and k' defeat us. For 
these two quantities are the two volumes of consumption units 
which people wish to be able to buy with (i) such ready cur- 
rency in their actual possessions as is kept for expenditure on 
income, and (ii) such of their bank deposits as they.do not treat 
as savings. And we have no means at all of discovering these 
two volumes of consumption units. , 

It is clear,* then, that we are going to get nothing v^ry 
definite from this equation. Of course, if we were to alter 
the meaning of the taarms and say that pk was all the currency 
held by the public (and not merely the part held for con- 
sumption expenditure), and likewise that pk' was total deposits, 
so that n ( = m) was the total currency of all Tiolders, 
then we might use the equation in much the same way^as 
MV -f M'V' = PT.^ It would yield some rather different ideas, 
but again we should find that it did not go de»p en3ugh. 

(iii) With the two equations; andn=g-f^^, 

we get rather different results; we find a convenient method ' 
of describisg the trade cycle. 

If P moves-rfrom 100 to 120, this is probably due, at least 
in the first instance, to T exceeding S. Now saving equals 
income minus expenditure on consumption, but “ income ” is 
rather a curious, thing because, as Mr. Keynes defined it in 
this iastance, it includes normal profits of entrepreneurs; if 
they hav5 nqj made normal profits, h follows that “saving” 

^ But for the term “ consumption^unit it m^ht seem that Mr, Keanes 
ifiten^Sd it to he used in this sez^se. 
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includes their extraordinary losses, that is to say, th*^' amount 
, by which their profits fall short of normal ' 

What do-ss this mean in simple words? It means tjiat, 
when business men are not making all the profits -expected, 
they sell some of the securities which form the general reserve 
of their firms, and this is what some of the savings of the public 
are spent in buying. The_^ point is that S, the^ savings, are 
not spent entirely oh new investments, that is, 'in purchasing 
current output of capita^ (It is true, of course, thal any 
particular saver fnay,. purchase an old security on the stock 
exchange, but his purchase will put someone in funds; if the 
latter also buys old securities, the money saved mdy pass to 
someone else, and so on; but if the equality of savings and 
investment is preserved, the money saved will eventually be 
spent by someone on^a new investment.) " 

But if some savings leak away out of the stream of 
expenditure on current capital output in this way, it is clear 
that the makers of current output are not going to receive back 
(collectively) all that.^they have spent in producing current out- 
put. It used to be said^ that total demand must always be 
equal to total supply, but now we begin to see that this may 
not be so in all cases; it used to be argued that supply and 
demand in terms of money were two names for the same 
amount, since all costs incurred in producing the supply went 
to make up someone’s gross income, and all the net costs (not 
counting the amounts paid by one entrepreneur to another), 
which made up the value of new output, were the same as the 
net income •<?f the community. But this is not true if con- 
sumers buy the securities which business men sell, because their 
sales receipts are falling off nnd they are thus making losses. 
, This is the rather obscure event underlying the situation 
represented in our equations by S exceeding 1' (or S exceeding 
I, fo? the latter is a parallel case). We must remember always 
that “savings” include tliis amount by which actual profits 
fall short of normal, expected profits. 

Now when S exceeds T, business men, by reason of their 
losses, can no longer continue to produce pn the same scale 
as hitherto; they cannot easily decrease their capital equip- 
ment; it will not wear^out just at the right timp for them; so 
■ what they do is to cut down 'expenses on the “ elastic ” factor 

^ ‘ 'j! 

^ Her*, we are following the ideas of The General •Theory. " 
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of produc tion; in other words, they discharge men from empjdy- 
ment. But such a process must decrease the amount of earn- , 
in|s (the E of the equations), and that^will occur before O falls 

off; thus Q begins to decline when -g— (and -^) are already 

minus quantities; wherefore P and II decline all the faster. 

, This is wjiat is called ’the vicious- spiral of deflation, and ^ 

the opposite process is the vicious spiral of inflation. In the 
former, as the price-levels fall* the, goods must be sold at a 
, loss whose production was begun when higher prices ruled and 
wei'e expected to prevail at the time of sale. This is why manu- 
facturers check output and restriction schemes grow up : such 
practices constitute an attempt to decrease O so as to raise the 

• ■ E I' — S ' 

value of w', but they, are likely to avail little while — 5 — (and 

. ^ U th K. 

I S'' ' ' ^ ^ ' 

-^) continue to be negative. The slump, in fact, goes on 

until the people have become so poor that S falls to the level 
of I and T; indeed it is necessary for 3 to fall below that 

r s I ~ s 

level- before the phase of recovery begins; — (and 

E 

then become plus amounts; perhaps — is still falling, but very 

soon the jncrease in the former outweighs the fall in the latter, 
so that P and II go up, whereupon excess profits begin tb occur 
on a considerable scale, and everything is set for the boom; 
but this will continue only so long as S remains below I and Y. ■=► 
Now when we began to examinelhe third' setfOf equations, 
we said, without giving any reason for it, that a fall in P would 
be due to S exceeding T. This? was because we wanted to 
sketch the way in which the trade cycle occurred. But P might . 
fall because E remained constant and O increased, with the 

second term, — remaining constant at zero; for we ^now 

that unproved methods and inventions do enable more to be 
produced for the same expenses of production; that is the story 
of progress. Therefore F- (and similarly IT) may fall slowly 
without involving a slump, the faU registering the rate of 
progress. '* Thi,s would be, in general, only a small fall (com- 
pared with a slump fall in prices), sometimes estimated at 
about»3% per annum. , ' ^ ~ 


We must not suppose that (or mi/st remain 

absolutely feed at preeisely zero from day to day; but Its 
movements must not be large enough to make entrepreneurs 
(as a whole) decide to alter the scale of their outjput,^ and 
during the whole period of approximate equilibrium the 
trifling values (positive and^ negative) of the equations’ second 
terms must add up' to nothing. Otherwise we^get what are 
called “cumulative processes that is, profits creating •more 
profits and these creating still higher (excess) profits, and so 
on until the boom bursts in a shower of sparks ,and crisis 
failures, heralded by the sharp crack of the stpck*^ exchange; 
and, in the reverse sense, losses bringing greater and greater 
losses until what might be called the “ half-dead equilibrium ” 
of the slump is established, from which boom cc^ditions 
gradually emerge again. “ 

But let us be critical: why should not I = F = S in the half- 
dead equilibrium of the slump, with unemployment large and 
stable, and output well below the potential?,. In fact, that 
might be so, and Mr. Ke5mes overlooked this^ in The Treatise. 
The equilibrium in which we are interested, and to bring about 
which we want to devise the appropriate policy, is not, there- 
fore, any equilibrium wherein I = F = S. It is the optimum one 
of a series, wherein unemployment is negligible. -There is, 
indeed, something missing in the analysis of The Treatise, 
afthough it supplies (inter alia) a useful apparatus for describ- 
ing in Jbirief the process of the trade cycle. In repairing this 
omission, w£' shall have to desert the terms of The Treatise, 
in particular the unusual definition" of income, and- find the 
fuller explanation in the broader discussions of The General 
■ Theory. 


The General Theory, page 242, 


CHAPTER Vlli 


MR. KEYNES’S GENERAL THEORY 

, • ^ ■# 

The volumes of employment and of output are the quantities 
whidi^ mqiter. '' Involuntary ” unemployment defined. 
The three determinants: the propensity to consume, the 
schedule of the marginal efficiency of capital, and the 
sch^ule of rat^s of interest; thei^ fluctuations. The 
necessary identity of savings and investment. The fluctua- 
tion of savings resulting from fluctuations of ini^ome. In- 
voluntary ” investment. Conventional interest rates. The 
instability of prospective profits. Liquidity-preference; its 
fluctuations and their effects. The quantity of money, ajtd 
the effects of changes in it. 

We saw in the sixth chapter that the value of money 
derived from the demand for it. Something akin to this forms 
the subject of a considerable part of The General Theory. But 
Mr. Keynes enquires about the demand for money (and fsr 
securities of different sorts) only in order to explain the things 
which really matter, namely, the vtffume of em^loyrnent and 
the volume of output. He shows why it is that there may be 
a tragically large proportion of the working population in 
involuntary idleness — “ involuntary ” in tHe sense that* the un- 
employed would willingly accept employment, if they could 
find it, at lower real wages than employed men are receiving. 

He shows tHat the state of employment depends on three 
things. These he calls (i) the propensity to consume, (ii) the 
schedule of the marginal efficiency of capital, and (iii) the 
schedule of rates.of interest. But this is true only if we can 
assume? (|is we usually can do quite properly) that other 
determinants dn the economic systenl may be expected to 
remain stable; and these three independent variables are theia- 
selveS’capablp of further analysis. 
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.We can think of the propensity to consume as/ being a 
proportion, let us guess of current monetary n»A income; 
this means merely that 4he public consumes -§ of its inc<Wie. 
But the propensity to consume does not remain always the 
same. How and why does it fluctuate? The most impoi^ant 
case is that it decreases as income increases; more precisely, 
that, as income increases, consumption increases^lso but not 
by so large a proportion. ' ^ 

This is a matter of common experience. If we suddenly 
become richer, we a3;e in a position to re-plan our expendi- 
ture on a grander scale. Very many people possess some 
unfulfilled desire which cost ordinarily prohibit^ : A wants to 
go to the Dalmatian coast for a holiday, B to buy a car, and 
C to give £50 to a charity whose good work has long appealed 
to him strongly. Many people, enjoying greater affluegce, will 
satisfy such a long-standing wish, but few will spend* all of 
their increase in income. Some, buffeted by the waves of 
disappointment, will feel that a big part of the increase should 
be laid aside, perhaps simply because the greater income 
feels too good to be true; they are almost afraid of it; or per- 
haps because they are naturally cautious, which is the same 
thing as saying that their long-standing desire is to achieve 
security. Others merely feel that they would like to have 
some money to play with, and, so much do they enjoy plan- 
ning how they will play with it, that, in the end, they never 
db play with the whole thing; a few will play with only a 
little of it, and a* fraction with none at ail. In very ordinary 
ways like these, then, mdreased income tends to be spent in 
a less proportion than the lower income of earlier times. 0‘r, 
using Mr. Keynes’s ^words, ^^ may say that the propensity to 
consume declines as income increases. 

The two schedules are time schedules. Apart from con- 
siderations of risk arising from the purpose of the’’ borrowing, 
the longer the time before the repayment of ^ debt the higher 
is the rate of interest which must be paid on it. An example 
of this may be seen in the borrowing of the British govern- 
ment: when the great conversion operation was carried out, 
in August 1932, the government was virtually Jjoltowing 
money, for repayment after 1961, at (since- those possess- 

ing 5 % War Loan yere entitled to be paid back instead of 
having thek stock converted); the same week, it boiTowed 
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money f jr repayment in three montlis’ time at just over 
• Thus, although we .speak shortly of “ the ” rate of interesf for 
ccJi^venience, there is really an indefinitely large number of 
rates corresponding to the indefinitely large number of periods 
of t|me for which money can be borrowed. Considerations of 
risk, like the risk of auriferous ore being exhausted in a gold 
mine, are aisvays involved as well, but we are not concerned 
with them here. * * 

We must not say, indeed, that sjiort-term interest rates are 
^ always lower than those on securities whosh repayment date 
is relatively distant. When investors feel very confident in 
the general stability of dividends and interest, they may con- 
sider that short-term bonds would be a nuisance; securities in 
which their funds could be left safely for a long time might 
seem :{gss trouble; the rapid changing Jrom one security to 
another miglit, at the same time, offer little scope for ingenious 
profit-making. Such conditions were not uncommon during 
the last century. But in more modem times, when the future 
seems more uiicertain, we can perceive Ihe advantage of the 
earlier repayment date simply enough : if a man can feel tjjat 
at the end of next year he will definitely get back the whole 
of his invested money, he is in a safer position than another 
man who has to depend upon selling his securities on the 
stock exchange where their value may fall heavily. And the 
more people bid for the attractive short period investments, 
the lower becomes their rate of interest. 

The marginal efficiency of capital is, roughly speaking, the 
profit which business men expect f?om new investment; here 
again, there is not a unique rate, but a time schedule of them 
depending upon the period for 'Ct'hich the investment lasts. 

Now if the various profit rates which make up the schedule , 
of the marginal efficiency of capital lie above the schedule’ of 
interest ratBs, investment becomes profitable. It is not neces- 
sary, of coursc.^that every rate in the former schedule should 
be above the corresponding one in the interest rate schedule : 
the conditions of investment expected to be profitable will be 
present if some part of Mat we may alternatively call the 
prospective profit schedule is above tlie interest rate (the cost 
of borrowing)ifichedule. 

So, in the language of The Treatise, we should say that 
invesTtoent wpuld exceed saving. But in The General Theory, 
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MivjKeynes uses these terms in the more usual senses V income 
. includes the actually realised net profits of producers/not their 
normal profits^ saving is, therefore, always equal to investmeflt, 
since saving = income - consumption and investment also = 
income - consumption. This sounds odd after the wording of 
The Treatise, but it is necessarily true since the amount of 
''saving is in fact determined ,by the amount of in^tment. 

For the amount of investment has an effect upon income. 
We may imagine fhat (in any period of time; this we wilhcall 
a year) the members of a community desire to save £1,000,000 
out of an estimated income of £6,000,000, but that in the 
period in question investment is taking place qf the rate of 
only £200,000 per year. Now if this is so, and assuming that 
the volume of consumption-goods coming forward on to the 
market remains stable; then large losses are going to b^ made; 
the community is trying to save £1,000,000 and output i*s com- 
ing forward’- at the rate of £6,000,000 a year; but output can 
only yield a return at the rate of £5,200,000 per year; the 
result must be firstly^a drop in the income of producers and 
then the discontinuance of a certain amount of production, so 
that men are thrown out of employment; .in these two ways the 
public income is reduced. * 

. The important point is that the reduction of income and 
i employment and output is the normal channel whereby the 
excessive savings are reduced. We must now show that 
_ a f eduction of income does involve a decline in savings in the 
ordinary course erf events. We will show this by demonstrat- 
ing that the situation whicli would arise if savings did not fall 
is one which we do not experience m reality. Thu€, if the 
rate of savings remained constant despite a reduction of in- 
' come, losses would continue, with nothing to stop them, since 
the income of the later period would always be below that of 
the earlier period and sMce the produce of the earlier period 
cost the income of the earlier period to produce and is sold 
for the income of the later one; thus the difference between 
the earlier and later incomes mu§t measure the losses of 
producers;^ the losses would continue, always causing a reduc- 

r, 

^ “ Excessive ” only if we regard the rate of investment as^ given and 
unalterable. ^ 

-T 2 The statement of the matter with reference to periods is artificial, bnt 
it ^Instrates the underlying principle more clearly than a more ilrictly 
accurate staten'Ibnt can do. « 
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. tion of output, employment and income, until total ne/in- 
ccme fell down td the level of savings, at which time the * 
vame of. the community’s consumpfion would ^e nil. This 
is evidently nonsense : in the world we hve in savings do not 
remain rigid; they fall as income falls. 

If we are going to be accurate, however, we must not^ 
think of iriVestment doing all th® causing and saving suffer-" 
ing all the effects. Let us imagine a community in the happy 
state of full employment; that is to* say, no involuntary unem- 
• ployment exists (and, if it is a conunuility like the nations of 
to-day, the schedule of interest rates would be very low): 
suddenly saving increases and losses and unemployment re- 
sult; then the discerning government, perceiving these things, 
at once begins a programme of public works (whose plans 
wisdo|a had prepared in detail beforehand). In this case, the 
increased rate of saving can persist without a cumulative dis- 
turbance of equilibrium, for the fact of its increas'e has caused 
the government to increase the rate of investment in cor- 
responding degree. ’ 

We must be very careful to realise just what sort of things 
may lie concealed, so to speak, beneath the equality of saving 
and investment. Take the case, for instance, where saving 
increases and losses result: it is true that investment keeps 
pace, bfft part of that investment will consist of holding the 
excessive stocks of goods which entrepreneurs are anxiou^to 

sell, but cannot do because the public’s income is falling, so 

that the dealers or makers mus^ perforce take them into 
stock. We might coin a new expression an& call such a • 
process* “ involuntary investment ” — this would be zero, of 
course, in equilibrium. 

We ought also to glance briefly at the opposite oase,' 
wherein the equality of savings and investment is maintained 
despite the fosces tending to make them different. Suppose 
there is a state of “ half-dead equilibrium **, wherein the value 
of output, and the .community’s income and the volume of 
employment are all stable, but a proportion of involuntary 
unemployment exists: suddenly the propensity to consume 
increases — ^which is the same thing as saying that people try 
to save less^than before. Excess profits result: and, unj^ess 
saving increases, excess profits are going to continue untiljhe 
volume of butput expands sb much that all in'^oluntary un- 
/ WS ' D* 
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emj^ioyment has disappeared, and prices are going uj/'and up 
• and up in the astronomical terms of hy^er-inflation. A]^ 
this does not Happen either. So we can conclude that the r£le 
of saving depends chiefly upon the community’s income, and 
that the two move together, but that the proportions in wMch 
savings fluctuate are larger than the contemporary fluctuations 
in income; and, further, that savings and invest|?fent (in the 
new senses) are always equal. » 

The schedule ,of interest rates is a very conventional 
matter. Central bank?, it is true, publish a “ Bank rate ” or 
“ rediscount rate ” at which they are prepared to purchase 
assets of a specified type from the members of the money 
market, and to that extent they may directly prevent the rates 
in question rising above a certain figure.^ But these are all 
short-term rates, those, that is, payable on bills of ex«|iange 
and on other assets which are due for repayment within three 
months. Thus the rates on assets whose repayment dates are 
years ahead are influenced only indirectly, and by devices 
other than Bank rate.' « 

Tt is almost certainly true that the great bulk of investors 
expected before the great depression, and some no doubt still 
expect, pure long-term interest rates^ at ^he 4% -5% level of 
former years, and there can be little doubt that such a level 
would occasion a hideous proportion of involuntary unem- 
ployment, since prospective profit rates are unlikely to alter 
^upWrds to a marked extent. We have seen already, in the 
post-war- period, how unepiployment can remain chronic; if 
the feeling haB not prevailed, both apiong the public and in 
the minds of the monetary authorities, that there wa'S some- 
thing proper and usual in long-term rates of 4% -6%, we might 
' have been spared a terrible chapter of suffering.^ 

In ^listing the schedule^ of prospective profits as one of the 
determinants of the volume of employment and of output, we 
are clearly introducing a factor subject to the sudden varia- 

^ A “ pure ” interest rate is one paid by those whose ability and willing- 
ness to repay the debt on due date is undoubted; it fs a rate, that is, in 
which the risk of non-repayment is estimated at nil. Most rates of interest, 
of course, include a proportion which is equilibrated to the estiiBated risk 
of the undertaking. 

^ Appropriate monetary action would, unless universal, have entailed 
therabandonmegt of the goid standard, with which we deal in the following 
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tions of men’s moods. For prospective profits (if we/nay 
continue* to use a less scientific but more readily compre- • 
JS^nsible expression instead of “ the? schedule df the marginal 
efficiency of capital ”) are only expectations, mere estimates of 
an* uncertain future. But, in the face of the unknov/n, the 
schedule of prospective profits takes a certain stability from 
'ivhat is k!»own of existing conditions. , As the text of Tke 
General Theory says : 

• '■ ■ ' ■■ « 

It would be foolish, in forming our ex]9ectations, to attach great 
weight to matters which are very uncertain. It is reasonable, there- 
fore, to loo guided to a considerable degree by the facts about which 
we feel somewhat confident, even though they may be less decisively 
relevant to the issue than other facts about which our knowledge is 
vague and scanty, this reason the facts of the existing situa- 
tion ^iter, in a sense disproportionately, into the formation of our 
long-term expectations; our usual practice being to take the existing 
situation and to project it into the future, modified onfy to the extent 
that we have more or less definite reasons for expecting a change. 

The state of long-term expectation, upon which our decisions 
are based, does not solely depend, therefore, on the most probable 
forecast we can make. It also depends on the confidence with 
which we can make Ais forecast — on how Mghly we rate the likeli- 
hood of our best forecast turning out quite wrong. If we expect 
large ch^anges but are very uncertain as to what precise form these 
changes will take, then our confidence will be weak.^ 

By this time, a discerning reader will h^ve begun to have*"^ 
misgivings: if this chapter conderns the latest and most 
•penetrating thought upon the subject of economics in general, 
and upon money in particular, %hat was the preceding chapter 
worrying about? If the three vital determinants are the pro-, 
pensity to consume, the schedule of the marginal efficiency of 
capital, aM the schedule of interest' rates, why all this palaver 
about the qu'&ntity and value of money? These are the 
reasons: the three independent determinants are capable, as 
we said at the beginning of this chapter, of further analysis. 
The quantity and value 6f money are factors in such a deeper 
investigation; indeed, it may be admitted that our three variable 
determinants are only proximate causes of the volume of out- 
put (or national income) and of emplo;^ent. But the volume 

*• Page 148. ^ ^ 
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anrfwalue of money are not ultimate and unique causes and 
they operate through the causes we have discussed. ' 

Yet a con^derable paft of The General Theory is occupied 
in discussing, in a novel manner, the demand for money, which 
is the co-determinant (with the quantity of it) of money’s 
■ : v value. 

Mr. Keynes, indeed, ' abandons the term “^mand for 
money ” because, as he shows,, it is misleading. For the de- 
mand for money is not something unique; it is a species of a 
numerous genus. The genus is the demand for liquidity, the 
demand for money is only the extreme case of thijs sort of 
demand. He points out that interest is not, as has usually 
been stated by earlier writers, the reward for (or price of) 
waiting', it is not the remuneration necessary to call forth 
saving; for a man can^save currency, hoarding it, for ej^mple, 
in the traditional stocking, and obtain thereby nothing 'in the 
way of interest. Interest is really the reward for surrendering 
liquidity, for dispensing with the convenience of holding ready 
money immediately available for any expenditjare, either on 
coitsumption or on capital-goods. Interest is the price (if 
another form of words is required) for immobilising our sav- 
ings, and the longer the time for which they are immobilised, 
the higher the rate of interest. 

Now, money is the most liquid or mobile of all assets; but 
we must not divide assets into two classes, mobile and im- 
mobile, as those people are in danger of doing who talk about 
the demand for nvsney; for^there are degrees of illiquidity : we 
shall generall;^ require a larger rate of interest per annum for 
locking up our resources for ten years than for lockiEg themi 
up for one. We should, therefore, conceive of a “ schedule of 
^ liquidity-preference ”, a table which would indicate for how 
long investors feel inclined to lock up their resources, given 
the sc&edule of interest rates prevailing in the^ market at any 
moment 

We shall understand the concept of liquidity-preference 
more easily if we ask what happerj? if the schedule thereof 
changes. The day’s news suggests the fear, 1st us say, of war 
in Europe before the ye^r is out; many will be inclined 1o sell 
their bonds quickly; instead, they buy, perhaps, treasury bills 
wfiich are due for repayment in three months’ time. The 
effect of such an operation is to widen the gap between tong- 



KEtNES’S GENERAL THEORY 

term and short-term interest rates; and such an effect mq^ be 
very large, for the fear of war makes men expect higher . 
ititerest rates, and then no one will be willing to iaold securities 
which he anticipates being able to buy back later at a lower 
prifie after the rates of interest have advanced; for the stock 
exchange value of any bond varies in inverse proportion to 
the rate ofKinterest appropriate tp tire duration of the bond,* 
so that, if ihe rate of interest in question advances from 
4% ‘to 5%, a bond quoted at lOO yi the first instance will fall 
to 80; such a movement generally tak^s some time, and the 
quotations are subject to other influences, but these are usually 
of relatively praall effect, anyhow over a considerable period 
of time. 

If, then, the threat of war is serious, or if confidence is very 
shakeg, for some olher reason, we majs get a “ flight ” from 
long-term debts into short-term ones, so that the interest rates 
on the former go up and those on the latter down. At the 
same time, the schedule of prospective profits suffers. Thus, 
if there was sqme sort of equilibrium before, it will be rudely 
upset, for its maintenance depended upon a rate of investment 
whose determinants were the schedules of prospective profits 
and of interest rates? if, then, the former schedule has fallen 
and tire long-term part of the latter increased, the rate of in- 
vestment must fall. Savings will be decreased also, but only 
by reason of lowered income and output and increased un- 
employment. 

The schedule of liquidity-preference, then, may agt as the 
villain of the piece, causing a deflationary movement which 
will be .cumulative for S time — and perhaps the fears, which 
caused liquidity-preference to "change, were groundless all 
along. ’• ♦ , « 

Conversely, liquidity-preference may be the agent* of 
recovery. ' Th^ feeling may spread that investment on longer 
term is safer tlian formerly : long-term investments are bought 
and the long-term rates of interest fall accordingly. Prospec- 
tive profits may renfain unaltered, but investments calculated 
to yield 6% become very attractive with a rate of interest of 
3%, T^hq:eas they were not worth the risk if borrowing could 
be effected ctily at 5%. Thus invesiment grows, and there- 
with prosperity. * 

Hnally, ,we have to enquire what other ma^or influence 
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regilifites rates of interest. We have said above that interest 
, rates are highly conventional factors, and this has been more 
particularly tfue of long" periods of time. Changes in tfee 
schedule of prospective profits and in the schedule of liquidity- 
preference are more particularly relevant to the phases of ihe 
trade cycle. But there is one factor which may operate upon 
interest rates for short, 'in^prmediate or long periods; this 
factor is the quantity "of money.^ 

It is not clear, at first, perhaps, that this is a channel 
through which the”^ quantity of money operates, and, indeed, it 
is not the only channel. But if we are too obsessed ^with the 
ideas of the quantity theory, we might argue tha^; an”’ increase 
in the quantity of money would depress its value, causing 
brisker trade and higher interest rates. But that would be a 
false approach : it is by lowering interest rates that an inq^eased 
volume of money leads to better trade; to the extent that 
interest rateserise, the effects of the increased volume of money 
are offset. 

This proposition " seems more natural if ^we turn our 
thoughts away from traditional monetary theory back to the 
very simple generalisations of supply and demand enunciated 
as the theory of value. (Mr. Keynes chasrdses effectively those 
who have been guilty of propounding monetary theories m- 
consisteijt, or at least unconnected, with their own generalisa- 
tions concerning value.) If we do this, we shall say that, as 
th€ supply of money increases, the terms on which it is loaned 
to borrowers musj decline — other things remaining the same; 
this would be*true also oflhouses or of anything else custom- 
arily hired; or we can put the matter more precisely and say 
that, if the schedule of liquidity-preference remains unchanged, 
r coinpetition will take place among those who want to get rid 
of the additional money created, let us suppose by the central 
bank. " The way to get rid of money is, in this sense, to find 
someone to borrow it, and the way to effect fiiis is to lower 
the cost of borrowing. This is the manner in which an in- 
creased volume of money operates. But it is clear that, if 
interest rates were low already and business stagnant, an 
increased quantity of money might be offset by a c^afige of 
liquidity-preference; indeed, the deflationary effects of the 
latter change might l^e upon a scale more than enough to 
offset the increased volume of money. If such appeared lo be 
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the State of affairs, it would be unfortunate if the mong^iary 
authority, concluded that the policy of increasing the volume 
o^money was abortive— although it ^oes not follow, of course, 
that an enhanced rate of increase of the quantity of money is 
necessarily the policy wisest in any particular circumstances. 

''The quantity theory of money was inadequate because it 
concentrated attention upon the effects of the volume of money 
upon the propensity to consume' an increase of money will 
tend to produce more sperfding, but the quantity theory 
glossed over the important difficillties, by •picturing the pro- 
pensity to consume as an amount, that is, by comparing 
expenditures of different periods as sums of money instead of 
comparing them as the proportions spent of the incomes of the 
different periods. If income increases by reason of the govern- 
ment paying for higher expenses by printing inconvertible 
notestlan increase in the volume of money), expenditure will 
naturally be higher. We may say that this is a second channel 
through which the volume of money affects the intensify of 
economic activity, but we must not forggt that, whilst expendi- 
ture may be larger because of an increase in the volume of 
money, the proportion of income finding its way into expendi- 
ture for consumption will tend to decrease. 

It is true, also, that increasing the volume of money may 
have an effect through a third channel. The feeling might be 
struggling to gain ground, for instance, that a slump had 
“ touched bottom the announcement of an expansive 
monetary policy might then have the effect of changing swiftly — ■ 
the schedule of the marginal efficieacy of capital; so Chat, with 
•rates of interest unchanged or advancing less than proportion- 
ately, the volume of employment and later of output would 
begin to increase cumulatively — ^for a time. 

The announcement of a sudden change to an expaiisive' 
policy might even be so closely identified in the publk mind 
with the prospect of better trade, that thq propensity to con- 
sume would increase in anticipation — and that anticipation 
would not be disappointed. 

But revival fpm depression comes, as a rule, only slowly 
and aot suddenly; and it is important to perceive the reasons 
why an Interval of slump conditions* occurs so regularly be- 
tween the collapse of a boom and the beginning of recovery, 
Wh}!* is there this period, frequently ?wo or t^ree years- in 
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length, which we have described as the half-dead equilibrium 
of the slump? Mr. Keynes says : '■ 

We have seen above that the marginal efBciency of capitCp 
depends, not only on the existing abundance or scarcity of capital- 
goods and the current cost of production of capital-goods, but also 
on current expectations as to the future yield of capital-goods. In 
\he case of durable a^ets it fe, therefore, natural and reasonable 
that expectations of the future sjiould play a dominant part in 
determining the scale on which new investment is deemed advisable. 
But, as we have seen, the basis of such expectations is very pre- 
carious. Being based on sliifting and unreliable evidence, they are 
subject to sudden and violent changes. 

Now, we have been accustomed in explaining tKe “crisis” to 
lay stress on the rising tendency of the rate of interest under the 
influence of the increased demand for money both for trade and 
speculative purposes. At times this factor may certainly piay an 
aggravating and, occasionally perhaps, an initiating part. *^^But I 
suggest that a" more typical, and often the predominant, explanation 
of the crisis is, not primarily a rise in the rate of interest, but a 
sudden collapse in the marginal efficiency of capital^ 

The later stages of the boom are characterised by optimistic 
expectations as to the future yield of capital-goods sufficiently 
strong to offset their growing abundance and their rising costs of 
production and, probably, a rise in the rate of interest also. It is 
of the nature of organised investment markets, under the influence 
of purchasers largely ignorant of what they are buying and of 
speculators who are more concerned v^^ith forecasting the next shift 
^ of market sentiment than with a reasonable estimate of the future 
yield of capital-assets, that, when disillusionment falls upon an over- 
optimistic and t)ver-bought market, it should fall with sudden and 
even catastrophic force. ^ Moreover, the dismay and uncertainty as 
to the future which accompanies S collapse in the marginal efficiency 
^of capital naturally precipitates a sharp increase in liquidity-prefer- 
ence — and hence a rise in the rate of interest. Thus the fact that 
a collapse in the marginal efficiency of capital tends to^be associ- 
ated with a rise in rate of interest may serbusly aggravate 
the decline in investment. But the essence of the situation is to be 

^ It is often convenient in contexts where there is no room for mis- 
understanding to write “ the marginal efficiency of capital ”, where ‘‘ the 
schedule of the marginal efficiency of capital ” is meanft. 

^ I have shown above (Chapter XII) that, although the private investor 
is seldom himself directly responsible for new investment, nevertheless the 
entrepreneurs, who are directly responsible, will find it financially advan- 
tageous, and often unavoidj^ble, to fall in with the ideas of the market, even 
thor.gh they theniselves are better instructed. 
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found, nevertheless, in the collapse of the marginal efficiency of 
capital, particularly in the case of those types of capital which’mave 
been contributing rhost to the previous phase of heavy new invest- • 
ifent. Liquidity-preference, except those manifestaflons of h which 
are associated with increasing trade and speculation, docs not 
inccease until after the collapse in the marginal efficiency of capital 

It is this, indeed, which renders the slump so intractable. Later 
on, a decline in the rate of interest^ will be a great aid to recovery 
and, probably, a necessary condition of it/ But, for tlie moment, 
the. collapse in the marginal efficiency of capital may be so com- 
plete that no practicable reduction fh th^ rat® of interest will be 
enough. If a reduction in the rate of interest was capable of proving 
an effective remedy by itself, it might be possible to achieve a 
recovery without the elapse of any considerable interval of time and 
by means more or less directly under the control of the monetary 
authority. But, in fjct, this is not usually the case; and it is not so 
easy revive the marginal efficiency of capital, determined, as it is, 
by the uncontrollable and disobedient psychology of the business 
world. It is the return of confidence, to speak in ordinary language, 
which is so insusceptible to control in an economy of individualistic 
capitalism. This is the aspect of the slignp which bankers and 
business men'^have been right in emphasising, and which the 
economists who have put their faith in a “purely monetary” 
remedy have under-e.^imated. 

This brings me to my point. The explanation of the time-element 
in the trade cycle, of thp fact that an interval of time of a particular 
order ofi magnitude must usually elapse before recovery Jpegins, is 
to be sought in the influences which govern the recovery of the 
marginal efficiency of capital. There are reasons, given firstly^y 
the length of life of durable assets in relation tq the normal rate of^ 
growth in a given epoch, and secoiTdly by the carrying-costs of 
’surplus , stocks, why the' duration of the downward movement 
should have an order of magnitude which is not fortuitous, which 
does not fluctuate between, say, one year this time and^ten years 
next time, but which shows some regularity of habit between, let us' 
say, three ^nd five years. 

Let us recurtto what happens at the" crisis. So long as the boom 
was continuing, much of the new investment Showed a not unsatis- 
factory current yield. The disillusion comes because doubts sud- 
denly arise concerning the reliability of the prospective yield, per- 
haps because the current yiSld shows signs of falling off, as the stock 
of neMy^ produced durable goods steadily increases. If current 
costs of prodqction are thought to be higher than they will be later 
on, that will be a further reason for a fall in the marginal efficie^acy 
of cs^pital Once doubt begins it spreadf^ rapidly. Thus at 4he 
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oiitot of a slump there is probably much capital of wliidi the 
marginal efficiency has become negligible or even negative. But 
' the interval of time, which will have to elapse' before the shortage 
of capital throfigh use, decay and obsolescence causes a sufficiency 
obvious scarcity to increase the marginal efficiency, may be a some- 
what stable function of the average durability of capital in a gwen 
epoch. If the characteristics of the epoch shift, the standard, time- 
interval will change. If, for example, we pass from a period of 
increasing population Mto one of declining population, the character- 
istic phase of the cycle will be lengthened. But we have in, the 
above a substantial reason v/hy the duration of the slump should 
have a definite relationship to the length of life of durable assets 
and to the normal rate of growth in a given epoch. 

The second stable time-factor is due to the cai^rying-costs of 
surplus stocks which force their absorption within a certain period, 
neither very short nor very long. The sudden cessation of new 
investment after the crisis will probably lead to an accumula|jion of 
surplus stocks of unfinished goods. The carrying-costs of these 
stocks will seJdom be less than 10% per annum. Thus the fall in 
their price needs to be sufficient to bring about a restriction which 
provides for their absorption within a period of, say, three to five 
years at the outside. Now the process of absorbing the stocks 
represents negative investment, which is a further deterrent to 
employment; and, when it is over, a manifest relief will be 
experienced. 

Moreover, the reduction in working capiial, which is necessarily 
attendant on the decline in output on the downward phase, repre- 
sents a further element of disinvestment, which may be large; and, 
oi^ce the recession has begun, this exerts a strong cumulative 
" ^influence^in the dcjjwnward direction. In the earliest phase of a 
typical sfump ^here will prcfbably be an investment in increasing 
stocks which helps to offset disinvestment in working capital; in 
the next phase there may be a 5!rhort period of disinvestment both 
in stocks^ and in working capital; after the lowest point has been 
" passed there is likely to be a further disinvestment in stocks which 
partially offsets reinvestment in working capital; and, finally, after 
the recovery is well on its way, both factors will simultaneously 
favourable to investment. It is against this background that the 
additional and superimposed effects of fluctuations of investment in 
durable goods must be examined. When a decline in this type of 
investment has set a cyclical fluctuation m motion- there will be little 
encouragement to recovery in such investment until the cyde has 
partly run its course.^ '' « 

^ Some part of the discussion in my Treatise on Money, Book IV, bears 
upon the above. a? ^ 
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Unfortunately a serious fall in the marginal efficiency of c{iif)ital 
also tends to affect, adversely the propensity to consume. For it - 
involves a severe decline in the market value of Stock E^ange 
equities. • Now, on the class who take an active interest m their 
Stock Exchange investments, especially if they are employing 
bor!:owed funds, this naturally exerts a very depressing influence. 
These people are, perhaps, even more influenced in their readiness, 
to spend by rises and fails in the mlue of ‘their investments than 
by the state of their income. With a “stock-minded” public, as 
in the United States to-day, a rising stock-market may be an almost 
essential condition of a satisfactory propensity to consume: and 
this circumstance, generally overlooked until lately, obviously serves 
to a^ravate still further the depressing effect of a decline in the 
marginal efficiency of capital.^ 

Brief Summary of Chapters Vll and VIJI. 

us try to summarise the contents of the last two chapters 
very briefly : we have seen that the purpose of equations of the 
value of money is to demonstrate the factors which govern the 
intensity of economic activity; that the, quantity theory pro- 
vides a first approximation, but that their effects rather than 
the real causes themselves are made manifest; that no very 
instructive use can be made of the income-velocity approach; 
that we can comprehend the trade cycle in the terms of the 
approach given in The Treatise, wherein we define income in 
a special spnse such that saving and investment can^diverge; 
but that this treatment is open to the objection that the equili- 
brium given by the equality of I, F and S,is not the unique^ 
one wherein there is no involuntaJy unemployment, *but will 
usually, be the “ half-dead ” equilibrium of common experi- 
ence; that we choose three factors as the determinants of the 
economic system, and regard the rest hs given, since their, 
movements are slow and relatively small; and that the former 
— ^the'pro’pensity to consume, the -schedule of the marginal 
efficiency of capital, and the schedule of -interest rates — may 
be regarded as independent variables; yet that these are only 
proximate causes w'hich are influenced in particular by the 
schedule of liquidity-preference and by the quantity of money; 
that i^s is the collapse of the schedule of the marginal efficiency 
of capital wiiich brings booms to ah end; and, finally, that 
certain factors operate to delay recovery from depression -for 
* . * The General Theory, pages 315-319. ' 

'IIS' , 



a faMy clearly defined length of time, the existence of stocks 
" of capital-goods, in the form of productive resources and con- 
sump-^ion-goods at all stages of manufacture and distributio?n, 
being the chief objective factor of this sort. 


^ *BpOKS 

The last two chapters are concerned solely with the three works 
of Mr. Keynes cited at tjie end of the first section of Chapter VII, 
namely: 

1. A Tract on Monetary Reform, 1913, ^ 

2. A Treatise on Money, 1930. « 

3. The General Theory of Employment, Interest and Money, 
1936. 

The first of these ''is quite straightforward; the sec^d is 
difficult and the third very difficult reading. The last two are more 
suitable for those possessing a considerable knowledge of economics 
than for the uninitiated, and an attempt to study The General 
Theory would benefit greatly from prior acquaintance with The 
Treatise, 

These are the books which repay the effort to understand; and, 
although ideas have progressed since both of, the earlier ones were 
compiled, this does not mean, as it means with lesser works, that 
their content is misleading or valueless; tho modifications, reserva- 
tions and comments, necessary in the clear light of later thought, 
pepnit the contribution of these volumes to remain great. 


CHAPTER, IX 


MONETARY STANDARDS AND THE FOREIGN 
EXCHANGES ' 


§l 

The gold standard: general statement^ the objects of the 
gold standard. Its four forms. The control of the 
exchange rates by gold movements. Exchange E^titiHsation 
Accounts. 

The gold standard is an arrangement whereby the chief piece 
of money of a currency is exchangeable with a fixed quantity 
of gold of a specified’quality. We say the chief piece of money 
because the law which enacts the adoption of the gold standard 
by any country speaks of “ the pound sterling ”, “ the franc ”, 

“ the doUan”, or whatever it may be, as equal, in some sense 
or other, to so many grains of gold; there is no occasion 
specify the amount of gold for each constituent of a currency ,~~- 
for the exchange ratios between the'different'units of the same 
Currency are fixed already, so that, if the value of one is fixed 
in terms of gold, so, therefore, are all the rest. 

Pure gold is a soft thing, easily brokerr or flaked, wherefore 
a certg.in amount of alloy is mixed with it, so producing one ' 
of the most resistant metals in existence. Thus, instead of 
specifying thatt let us say, the lira shall bg equal to so many 
grains of pure gold, the more usual form is to declare that the 
price of gold shall be (say) 700 lire per “standard” ounce, 
where a standard ounce means one made up of eleven parts of 
pure gold to one part of alloy; there may be some slight differ- 
ence in linejjess between different countries’ standard golds, 
but the percentage of alloy is small, and its value negligible.,m 
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’St used to be the custom, an almost universal one, for the 
' state to impose upon the central bank the 'duty of exchanging 
cur^^cy for^old and gold for currency, at the exchange rgttio 
specihed in its gold standard law, upon the request of any 
member of the public. • 

Sometimes there is a slight margin between the central 
' bank’s buying and selling pcices for gold. For example, before 
the War, the Bank of England bought standard gold at the 
price of £3 17s. 9d. per ounce (troy) and sold it at £3 17s. 10|d.; 
in those days, gold coins circulated and the “ turn ” of l+d. per 
ounce was supposed to represent the interest obtginaljle by 
changing gold into money at once instead of tgjking it to the 
Mint, which had to coin it for the owner without charge, but 
took some time to do it. 

In the past, if the margin between the central bank’s Jiuying 
and selling prices had been considerable, of the order, 'say, of 
5% or 10%, it would certainly have been felt that the country 
in question was not properly on the gold standard, and no 
doubt the priests of<=financial orthodoxy in fqreign countries 
would have regarded the rulers of that land as being, either 
through ignorance or vice, grossly deficient in their practice of 
the faith. Nowadays we should not be so sure. 

'The objects of the gold standard are to maintain the value 
of the currency in terms of foreign currencies and to^maintain 
it in tenris of purchasing power within the country. 

_ The manner in which the first object is fulfilled is as 
follows; suppos?. that France and England are both upon the 
gold standard, with the p?ice of gold per standard ounce, 
fine, fixed at £7 and 700 francs; in that case the exchange rate 
between pounds and francs “iTiust be 100 francs to £1; it is 
.. to maintain this equivalence between the currencies that the 
gold standard exists. Suppose, further, that a veiy large 
number of English people decide to spend their summer 
holidays in France-: a large quantity of francs will be required, 
so English people go to the foreign exchange dealers and get 
francs for pounds. Now what happens when the foreign 
exchange dealers begin to run out Of francs? What happens 
to any good when stocks of it are falling and the depiafid con- 
tinues unabated? The" price must go up, and price, in the 
CT.se of currencies, means the terms of exchange with foreign 
currencies. rThus, if The great demand for francs confinues, 


the rate quoted may go to 95 francs to £1; at this moment, . 
there comes into the market a type of dealer s^hose pwipeT 
name is an arbitrageur: he takes a large sum of sterling^ the 
Bank of England and draws gold in exchange; this he ships 
over to France and his Paris agent takes the gold to the Banque 
de France ^nd exchanges it for francs; now we know that the- 
rate at which francs can be obtained for sterling by this method 
is 100 francs to £1, but, of bourse, the transfer of gold in 
this way costs money: besides affiy differ&nce between the 
buying and selling prices of central banks (which is usually of 
small importance), there are shipping, rail and handling 
charges, insurance and the loss of interest which might have 
been gained on the original money which the arbitrageur took 
to the Bank of England. But all these __costs used to amount 
to onlf about of the value of the gold. 

Having obtained francs in Paris, the arbitr^eur would 
have them despatched to England and there sell them at the 
rate of 95 to £1, so making about 4J% j)rofit on the transac- 
tion; actually,* it is fairly easy to see that this is an absurd 
example; the profit is far too high; long before the rate of 
exchange touched 9^ arbitrageurs would have begun to move 
gold and thereby make francs available in London; in fact we 
can see that, if the cost of gold movements is only about ^%, 
then the "franc cannot deviate appreciably more than either 

above or below the “ par of exchange ” (the name given to t^ 
rate which equilibrates the gold contents of the two currencies : 

100 francs to £1 in our example). -In our example, then, the 
limits would be 994- francs and lOO-J- francs to £1 : if 
the rate passed these limits, gold movements would bring it 
back quickly within them. And, in prastice, the knpwledge 
that gold movements could bring the exchanges back to par has ^ 
usually sufficed to keep the rates withjn gold points, actual gold 
movements being unnecessary. The two limiting figures are 
called the upper and lower, or import and export, gold points. 

In the second place, the internal value of the currency is 
preserved by allowing t^e public freely to obtain gold in 
exchajige for curfency (of equal value) from the central bank. 
Liberty to do this ensures that the value of the notes shall 
always be th^ same as the amount of gold which they are sup- 
pose^to represent — so long as the goM standard remains jn 
force. This -argument assilmes, of course, that the purchasing 
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power of gold remains constant; at this stage we will say 
mes§ly that, although the bases for making this assumption are 
not "rfcaily very sound, yet a belief in the stability of gold’ is 
widespread, even to-day, and it is this belief which is vital to 
the smooth working of the system; the actuality does not matter 
very greatly so long as men in general preserve their simple 
faith in gold. . ^ 

Of the four forms which ths gold standard may take, the 
first three are weE known,''but the last is a possibility for the 
future rather than a matter of experience. The following details 
distinguish the four types. 

(i) The gold circulation standard : with thisr form of the 
standard, gold coins are actually in circulation. It is the 
essence of the matter^ that the chief gold coin should be full- 
bodied; it was felt that such an arrangement gave solEi and 
tangible security in the most reassuring manner possible. 
There was, as well, the added convenience that the traveller 
could proceed abroacj, bearing his own currency with him, in 
the confident expectation that any person or e^ablishment of 
consequence would accept it in payment without question. 
This was the monetary system which ti^ world regarded as 
right and proper during the latter part of the last century and 
the early years of the present one; when the War broke 
out, it had been adopted by all nations of importance except 
phina; since the War, this form of the standard hhs not been 
'resumed. 

SovCreign,s could be exported, as well as gold bars, and 
it was quite lawful to melt them =down; conversely, gold 
ornaments could be taken tp the Bank and exchanged for 
money pf the value indicated by their weight and fineness. 

"The gold circulation standard is very ancient: silver, 
indeed, has served as stapdard throughout a greater period of 
history, but, even so, the passing of gold from hand to hand 
as money is an immemorial custom. We may describe the 
gold circulation standard, therefore, as p primitive monetary 
criterion : it is the traditional system. Later forms of the gold 
standard have inherited the halo of sanctity attaching |o this 
long established method of payment. 

^ (ii) The gold bullion standard : this is the type of standard 
t^ical of the stabilised interlude after the War. It is different 
from" the first type in that gold coins do not exist;- furthermore, 
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the single monetary unit (the £1 note for example) canno* by 
itself be turned into gold by presenting it over the counter of 
the central bank. Bar gold can be obtained,'" howey^>^y 
those willing to surrender the large sum in notes wntch is 
eqxHvalent in value to one bar. In the case of Great Britain, 
this sum was £1,557 10s. Od. The idea behind this change was 
that the gcrld would be more useful whe^j concentrated in the" 
hands of the central bank. It is true that, should the feeling 
spread that the convertibility of tjie currency into gold was 
in danger, the public was no longer able to safeguard small 
savings b^ changing them into gold coins, but, by the time that 
the return to, the gold standard was made, the public of most 
countries had become quite accustomed to the use of notes 
instead of gold coin, and seemed, indeed, to prefer the former. 

Tjje ability to 'obtain gold, and the liberty to melt or 
export it: these were the things then considered important: 
countries strove, after the War, to re-establish these arrange- 
ments, and succeeded — for a time. 

(iii) The gpld exchange standard : this form of the standard 
is usually a half-way stage between inconvertibility and one or 
other of the foregoing types. As the name suggests, the cur- 
rency of a country possessing this sort of standard is con- 
vertible not directly into gold, but into the currency of some 
other country which does possess a gold standard. Thus, if 
France maintained, let us say, type (ii) gold standard, and the 
pound sterling were, at the time, inconvertible into anythicag^ 
else at the central bank, the government might enact Jhat the 
Bank of England should always give French francs to those 
who required them in exchange for sterling at the rate (say) 
of 100 francs to £1; in this^way, it will be possible to 
manage with less gold than would be required if every' country . 
had it.s separate stock, but usually the adoption of the gold 
exchange standard is carried out in the hope that the “full” 
gold standard “tgenerally meaning the gold bullion standard) 
will become possible later. Yet if the trade of a small country 
were carried on largely with a great neighbour, it might well 
be more important for the former to have its currency fixed 
in terms of the currency of the great neighbour than to have it 
fixed in temis of gold; Denmark and England constitute an 
example of such a case. ^ 

(n) The gold reserve standard : therb is an arrangement-in 



AN INTRODUCTION TO MONEY 

existence at this moment^ between Belgium, France, Great 
' Britain, Holland, Switzerland, and the U.S.A. whereby gold 
moWcents cSn take place between one country and another, 
although the gold standard in any of the foregoing senses is 
no longer in existence. It would not be true to say that -the 
central banks are the only present dealers in gold; there is a 
large volume of golh, which is not in the possession of the 
monetary authorities, dealt in op the outside gold market; and 
it is not officially, the centjral banks themselves that are the 
dealers in the authoritarian gold stocks; the institutions which 
handle the present movements are sub-departments of the 
treasuries of the various countries which created ^them for this 
purpose; since these sub-departments (which are known vari- 
ously as Exchange Equalisation Accounts, Equalisation Funds, 
Exchange Funds, “ The Control ”, and the like) will probably 
be incorporated sooner or later in the respective central banks, 
which already give advice concerning the operations of the 
Funds if they do not actually carry them out, it will not be 
amiss to speak as if the gold movements took ^lace between 
the central banks without government control. 

Each of these Funds is equipped with a large amount of its 
own currency (and some at least with musrh gold also), so that, 
if a particular cuiTency is being bought to an extraordinary 
degree in the foreign exchange markets,'’ the Fund in question 
can make available a sufficient supply of its own country’s 
in exchange for foreign money; in this way the exchange 
rates can be kept stable. But a Fund does not want to 
accumulate great holdings ‘of foreign currencies, wherefore the 
agreement was made that the Funds" should be permitted to 
sell their gold to each other. 

- The case wherein’ such action would be necessary appears 
to be of the following sort; suppose the British Fund ’found 
its holding of dollars growing too great: it would then Repre- 
sent to the American Control that it could nofgo on holding 
so many dollars; since that is an accepted principle among the 
managers of the Accounts, the American Fund would there- 
upon agree to accept the dollarsr and give London the 
equivalent in gold. »■ 

We must not suppose that the exchange rate^ can be kept 
stable within ranges of about 1% , as was possible under the 
* - n * ‘ December 1936. ^ 
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earlier types of gold standard; but at least wild fluctuatioiiis of 
5%, 10%, or 20%, witliin the space of a few days caii be 
avoided. '' 

It is the peculiar merit of this sort of gold standard that it 
is not necessary to fix the price of gold in terms of a currency 
rigidly. It sounds odd to describe such a characteristic as a 
merit after stating above that the object of the gold standard 
was to keep the internal and external values of a nation’s 
money stable; but it may well be ^matter of great doubt what 
gold value ought to be assigned to a currency, and evil con- 
sequences will assuredly follow if a wrong choice is made. 

As an instance of this sort of thing, let us consider the 
case wherein the French franc is being dealt in on the foreign 
exchange markets at 100 francs to £1 and 20 francs to $1, 
giving! a “cross-rate” of $5 to £1. After some time, let us 
suppose, it is noticed that all the Funds are accumulating 
francs; by providing other currencies for the francs which have 
been on offer, they have been supporting the franc. They 
therefore mqjte representations to the-’ French Fund, which 
releases gold in exchange for their francs; but the French Fund 
cannot let itself be denuded of gold in this way, so the Controls 
agree that they wil no longer support the franc; it is clear 
that the rates of 100 francs to £1 and 20 francs to $1 have 
been too high; such figures have “ overvalued ” the franc. So 
what the Controls do is to withdraw from the market in francs; 
this means that, when further sales of francs are made, in Nas^ 
York, for instance, tlie American Fund no Jonger comes into 
the market and buys them up; oi’’ perhaps it does operate a 
little, sometimes buying* and sometimes selling francs, so as to 
cause the franc rates to decline* gently to (say) 22 francs to $1 
without wide fluctuations from day to day. When (the cross-- 
rate qf S5=£l being unchanged) the franc reaches 22 to $1 
and 110 to £1, or some other rates agreed upon by the Funds, 
they come in again and buy all francs offered at those prices, 
which thereby become fixed. 

The advantage -of this method lies in the fact that it 
provides the greatest amount of exchange stability possible 
without the threat of a fearsome crisis if some country has to 
let its curreijpy depreciate in terms or others’. The values of 
franc, dollar, pound, etc., need not be fixed in terms of gold; 
the price of gold (which is the inverse'of the same exchange 
. -123 , , 
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rate) can be fixed anew for every deal involving gold among 
tbg^ Funds; by this method, panics deriving. from the fear that 
the'^ld standard will have to be abandoned need never arise 
again. ' At the same time, a considerable degree of exchange 
stability can be procured. 

Fear that the gold standard is about to be revoked, be it 
noted, is an example of a yeiy powerful influence upon the 
schedule of liquidity-preference; the spread of such a fear 
would make men want to hpld their assets in more liquid form, 
so widening the gap between long- and short-term interest 
rates, and tending to depression. To avoid this, if we are not 
giving up too much to do it, is very well worth while. 

Exchange Equalisation Accounts are discussed further in 
Chapter XV. 

In speaking, above, of “ the gap between long- and ^short- 
term interest rates ”, we seemed to be suggesting, perhaps, that 
the former were invariably the higher; but short-term rates 
have not always, of course, stood below long-term rates. 
When the reverse has held, usually in quiet tipies, liquidity- 
preference may be seen operating in an inverse sense ; investors 
forgo some of the interest obtainable on short-term for the sake 
of the freedom from trouble which sound* long-term securities 
offer; after all, few investors have time available and connec- 
tions established for dealing in the short market; it ismot sur- 
prising that tranquil periods, when it is safe to leave capital 
^^neys in bonds, often see relatively high short rates. When 
doubt and fear Jbring anxiety to investors, however, safety 
seems to lie in the shorte! dates. Perhaps only a fringe of 
investors is so sensitive to uncertainty as to react in this way, 
but money transferred from ohe market to another affects the 
, two sets^of rates in different directions, so that small amounts 
may be reasonably expected to produce appreciable effects. 


Silver and bimetallism. Bimetallism theoretically always 
possible. Fluctuations in dematrd for anji supply of gold 
and silver. Gresham’s Law applied. The irrelevar.ee of 
the bimetallist controversy^ Symmetallism. ^ ’’ 

. In recen^ discussidns, much attention has been given to 
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gold as a monetary standard, and very little to silver; only in 
the United States, where silver producers can exert a politiml 
iniuence disproportionate to their importance,* is t he_ d l^e 
“ to do something for silver ” a live issue; even China, which 
held to a silver standard (of necessity) long after other countries 
had abandoned it, revoked it in 1934 — as a result of United 
States purchases of silver!^ , * , 

Yet it has been silver rather than gold which has been 
the traditional standard throughoig: the greater part of mone- 
tary history. The silver standard of old was similar in detail 
to the fifst type of gold standard described in the previous 
section : it w§,s a sUver circulation standard. 

Whilst there would be no considerable support to-day for 
the extensive adoption of a monometallic silver standard, there 
are still advocates of bimetallism — the simultaneous mainten- 
ance of gold and silver as monetarystandards. BimetaUism 
was, in fact, the system still in force over an important com- 
mercial area^ in 1873; it was abandoned then in a manner 
described in Ihe next section: Britain liappened, largely by 
chance, to possess a gold standard; the United States had no 
standard, but was likely to revert to gold as soon as possible; 
Germany, on the thrBshold of commercial greatness, influenced 
by the advocates of gold monometallism at an international 
monetary conference held in 1867, therefore made the decision, 
while reorganising her monetary mechanism, to copy England’s 
system. Germany’s action helped to make the position of 
bimetallist countries untenable, and adoption of the gold 
standard resulted in all leading countries within a few years.“ 
The Ancient Greeks used both gold and silver in their 

^ United States purchases of silver were condycted by the government, 
and silver-producing interests in the United States benefited ty the^ en- ^ 
hancedjprice for their ‘product — a fact which cynical Republicans describe 
frankly as Democratic vote-catching* Sometimes the wholly fallacious 
argument used to.^be heard that a rise in the price of silver would benefit 
China by raising the purchasing power of her currency: the purchasing 
power of her currency did go up, but not so the value of her exports which 
continued to fetch world ^prices: thus prices of exports and prices in general 
in terms of Chinese currency fell, and this defiationary process became so 
severe that China ha4 to abanlSon the silver standard. It might be argued, 
perhapi, that this v;as of advantage to her, but that is a different argument : 
it is not M*hat the advocates of silver purch|ises for helping the Chinese 
market had in mind. 

^ Notably the Latin Monetary Union, comprising France, 

Switza4and, Italy and Greece. 

® See Section 3 of this chapter. ^ 

^ 125. ’ 
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moEStary system, but, whilst the unit of account was specified 
in^^tenns of silver, it was not so specified- in terms of gold; 
theurgtgndaru was thus a monometallic silver one, with gold 
playing a subsidiary role for large transactions. 

But the great convenience of having the ratio between gold 
and silver’^ fixed tempted monetary authorities in later centuries 
"to take that step — and gr&afewere the resultmg confusion and 
difficulty. 

Yet if the right ratio isnichosen, it is quite feasible to have 
both metals as co-equal standards : bimetallism is theoretically 
always possible. For the values of the precious met&ls clearly 
depend, like the values of other commodities, upon their sup- 
ply and demand. If both metals are equally serviceable as 
money, either being accepted by the Mint for coinage, for 
instance, there is no great likelihood of one being preferred to 
the other as a means of payment; a gradual increase in the 
scale of payments may increase the use of gold in circulation, 
but the growth of more highly developed means of payment 
is likely to effect an economy in the circulating use of gold 
more than sufficient to offset such a tendency. If the metals 
are used only as central bank reserves, as gold is now used in 
the monetary sense, then there is no reSson why silver also 
should not be used by monetary authorities in this way. 

If there is no reason to suppose that the monetary demands 
for silver and gold would shfft in relation to each other to an 
calculated to disturb an established ratio, is there any 
reason to suppose that non-monetary demands would cause 
trouble? It is no doubt true that a community wherein the 
general standard of life was rising would be disposed to keep 
more wealth in the form of ornaments, and that gold is more 
■ efficacious than silver for purposes of display; but it hardly 
follows that the generations of the future will exhibit a glutton- 
ous hunger for gold in preference to silver, if we are ready to 
make some likely forecasts about the future: namely, that the 

^ “ The ratio between gold and silver ” means the ternivS of exchange 
between the two metals : thus, if the ratio between standard silver (-^4% fin®) 
and standard gold (i4fine) be fixed at 20 to’*!, and the=^ price of gold estab- 
lished at 130/- per standard ounce, the price of silver would have to^e 6/6 
per standard ounce. At the moment (January 1937), the market price is just 
over 1/8! A ratio of 40:1 would give 3/3 for silver; 27- per standai'd 
oupice would be equivalent to a ratio of 65:1; 2/6 per standard ounce to 
52 gl. .Any other equivalents, which may be more interesting if wiother 
value for gold is chosen, can he calculated in the simplest manner. 
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monetary systems of the world will not be so precarious Jhat 
people indulge themselves in luxuries with one eye focussed 
on the possibility 6t converting their trinkets int«» money 
period of monetary chaos; that education and philos^t^cal 
progress will have dissuaded people from merely gross and 
vulgar display; and that the defect of tarnishing in the case 
of silver will have been overcome satisfactorily and cheaply, 
(by washing in rhodium, perhaps) * 

If, then, we may set aside the fear of the established ratio 
being disturbed from the side of iemand, what prospect re- 
mains that relative changes in supply will disturb it? Since 
the wastage of neither metal is great compared with the supply, 
it is clear that the smallness of the annual supply, compared 
with the existing stocks, is a major condition implying the 
continuance of an -established ratio. In times gone by, of 
course the stocks of the precious metals were smaller, 
absolutely, and relatively to their annual increments; that is 
to say that bimetallism, once established, should become 
easier and easier to maintain as time goes on. 

Nothing vary definite can be said about the future supplies 
of the metals, though it is obvious that a monetary value for 
silver, fixed greatly sabove the present market value, would 
stimulate the production of the cheaper metal. 

The great demand’ for gold at present emanates from the 
monefary aj^thorities, some of whom have fixed its price in 
terms of their respective moneys; because the stock which they 
hold is so great, and because their buying power is unlimited, 
there is no reason why the value should ever be changed again 
(so long as there is no great force at work altering the value 
of one currency in terms of another^); the amount of money 
can be varied irrespectively of the amount of gold in their , 
possession, and their preponderance as dealers in gold fixes" its 
value. ' The same could be true of silver if the monetary 
authorities chosb to make it so. 

Yet the history of bimetallism is by no means the simple 
and successful affair- which the foregoing sketch of present 
hypothetical possibilities might lead us to suppose. It is a 


^ Here, as elsewhere, when we speak of oile currency altering in value 
in terms of anotner^ it is not the total volumes of the two currencies which 
are referred to, but the exchange rates of di%rent currency units: t'he 
pound Sl terms of marks, the dollar in terms of francs and forth. ^ 
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record of commercial dislocation and national rivalry, en- 
gendering, for example, the egocentric _ patriotism of the 
Mercantile System. Bimetallism for one country is always 
likel^To break down, and bimetallism with different countries 
trying to maintain different ratios between gold and silver is 
certain to do so. 

It seems astounding., that different countries ,did try to 
maintam different ratios, but that is in fact the story of the 
double standard. Obviously Gresham’s Law must operate in 
such circumstances. For'^'instance, the United States, newly 
established in political independence, set up a ratio, in 1792, 
of 15 to 1; soon afterwards, the ratio in France was fixed at 

15 J to 1; naturally, the metals went to the cGuntries which 
overvalued them, silver to the United States, gold to France; 
in 1834, however, tjje former country changed the ratio to 

16 to 1; thereupon the trend of the metals was reversed,' result- 
ing in the virtual adoption of the gold standard by the United 
States, which suffered proportionally larger changes since it 
was then a country of smaller commercial wealth and import- 
ance. France, better able to stand the effect "of the change, 
continued to adhere to the double standard. At the conclusion 
of the Franco-Prussian War, however, F.ifance, whose financial 
position was aggravated by a formidable mdemnity of 
5,000,000,000 francs, exacted under the terms of the Treaty 
of Frankfort,^ began to experience a great inflpx of silver, 

^poupled with a drain of gold; in a world in which the leading 

'Countries had gQld standard currencies, the threat of drifting 
on to a mcnometaUic silver basis {de facto) was not to be 
viewed with equanimity, wherefore France, actuated by 
political as well as by ecorromic motives, decided to adopt 
gold.® 

^ Prof. H. A. L. Fisher, dealing in large terms with great issu^es, writes 
(A History of Europe, 1936, page 994) that “ The mdemnity was a bagatelle 
soon disposed of . . this remark would be misleading if divorced from 
its context and its author’s broad perspective: the indemnity was con- 
sidered at the time to be of crushing dimensions, and its prompt discharge, 
which occasioned considerable surprise, not to say rage, in Germany, was 
made at the cost of considerable sacrifice.^ Remarks relevant to this point 
may be found in J. Harvey Robinson: Midireval and Modern Times, 1926, 
page 621; D. Lloyd George: Reparations and War-Debts, 1932, <^age 78; 
and J. M. Keynes": The Economic Consequences of the Fenced 1920, pages 
186-187. * ^ 

2 Further discussion of the events is given in the following section of 
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Such was the death of bimetallism. Since then, its ghost 
has haunted the United States, emitting effective groans, of ^ * 

agitating naturd, in times of depression. But s8rae o^ tt5se 
who cry that bimetallism is “ impossible ” are concerned, per- 
haps, only with the political arena, where the beliefs which 
can be foisted upon a gullible and ignorant public seem more 
important to the cynical than doeg the truth; when economic * 
questions become political playthings, the truth always falls to 
a discount. ^ 

A case showing the virtues of bimetallism, as opposed to 
the monojmetallic gold standard, can be made, indeed, to 
appear quite strong: the cardinal point is that bimetallism 
would obviate^periodic shortages of money, alleged to be en- 
tailed by the gold standard. But such argument (and, equally, 
the contrary case fbr gold against bimetallism) makes the 
assumption of a relation, more or less rigidly determined by 
forces unstated, between the volume of bullion on the one 
hand, and, on the other, the volume of money, and hence of 
prices, employment and output. Under the present form of 
the gold (reserve) standard, at least, there is no reason why 
the volume of gold which happens to be held by central banks 
should determine the ’volume of money. Whilst, equally, the 
volume of money could be decided irrespective of a reserve of 
two metals, there seems, now at least, to be no occasion to 
suffer the disturbing effects entailed in a return to bimetallism, 
if the benefits claimed for that change can be had without it. 

Clearly, a general remonetisation of silver, whose, price 
would have to be fixed considerably above curirent market 
rates if the authorities were to acquire a sufficient quantity, 
would be tantamount to a subsidy to silyer producers; this 
would probably transform the United States into a bullion ' 
exporter;, a change calculated to disturb present dollar rates 
on the foreign e:schanges. India, after experiencing a sudden 
increase in wealth, since her silver stocks 'are great, might 
become a large exporter of silver, thereby suffering deflationary 
pressure. These and bther probable consequences would not 
conduce to orderly- progress. 

Thd' subsidising of silver production, by permitting its use 
on a large scale in central bank reserves might lower the 
prices of lead and copper somewhat, ^ce these ores are 
found together in the natural state; in this respect it would 
^ 129 • E 
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certainly have an advantage over the present system which 
-xirtually affords an unintentional subsidy, to gold producers; 
but this is at-point of minor importance. On* other grounds, 
there &ist the same arguments for and against a silver subsidy 
as can be adduced in the case of other subsidies claiming no 
special virtue : broadly speaking, we may say that there is an 
argument for subsidies in times of acute depression, but not 
when employment is full. In any case, it is probable that 
“more deserving” cases than silver producers and refiners 
could be found f6r purposes of subsidy. 

In conclusion, we may observe a term invented by the late 
Prof. MarshalP in the days when the bunetaUist cbntroversy 
raged around the point {inter alia) of whether olie metal could 
drive out another in a large area wherein bimetallism had 
been re-established : ^suggesting that the metals might literally 
be fused together, and form a standard amalgam, both for 
coinage and for reserve purposes, so that one metal could by 
no means displace another, he called such a state of affairs 
“ symmetallism ”. Whilst this system might possess the 
advantage which he pointed out, the benefits** to be derived 
from it can be had, like those of bimetallism pure and simple, 
without the trouble of establishing a syn«netallic regime. 


(0 The origin 'of the gold standard: accidental in Great 
Britain. The Bank Restriction Reriod and the return to 
gold. 

Hi) The adoption of the gold standard by Europe at the end 
^ of the nineteenth century. The Latin Monetary Union. 

(i) Great Britain virtually adopted a gold standard early 
in the eighteenth century, in a manner which can only be 
described as accidental. As the seventeenth century closed, 
England was losing silver and accumulating gold by reason of 
her undervaluation of the former and ov'ervaluation^of the 
latter metal. Before steps had been taken to remedy this state 
Qf affairs, England joined in the War of the Spaiiish Succession; 

^-^Alfred Marshall: Moneys Credit and Commerce (1923), pages 65-66. 

■ '■ M30". ^ ' 
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during the War neither metal was brought to the Mint to be 
coined; after the Treaty of Utrecht (1713), however, lar^ 
quantities of gold were brought to be coined. • In order ‘to 
prevent the silver coinage being melted for export, tHSrefore, 
the value of the guinea was lowered, in 1717, from 21/6 to 
21/-, on the advice of Sir Isaac Newton, then Master of the 
Mint The price of gold was theij £3 17s. 10-|d. per standard* 
ounce, a figure which established the standard until 1931, with 
only two periods of suspension, during the Napoleonic Wars 
and the Great War. * 

This step had a decisive effect only in the sense that it 
failed to hbolish, though it did reduce, the premium given on 
gold in England as compared with other countries ; the effects 
were to attract to the melting-pot full-weight silver coins, but 
to le^e England id possession of a quantity of short-weight 
silver “currency which was not intolerably inadequate for her 
commercial needs. • 

For very long, the shilling had been the unit of account of 
the country, aijd the shilling had always been a silver coin; the 
various gold coins had represented a number of shillings which 
had tended to increase as the value of gold went up relatively 
to that of silver. N»w, however, gold began to fall in terms 
of silver, and perhaps this is the main reason why the custom- 
ary unit, of account changed from the shilling to the guinea, 
and the standard from silver to gold. People naturally tend 
to calculate their wealth in terms of a coin which is deprecia^ 
ing, and to estimate the coins of the other metal at a premium 
— other things being equal. In fadt, during the* first "half of 
the eighteenth century, instead of passing the guinea at less 
than its proclaimed value of 21 /•*, they began to think in terms 
of guineas, and to estimate the full-weighrsilver in those tenns , 
at a premium, and therefore to melt and export it. That way 
profit lay; to pass the guinea at a discount would have shown 
a loss in their ^counts. 

We demanded above that “ other things ” should be equal 
as between the rival coins, guinea and shilling; for if the 
guinea had been«represeflted, for instance, by coins whose 
purity*was doubtful, such a change-over might not have taken 
place. As itivas, other things were not equal : they were in 
favour of the guinea; so much so, indeed, that they weye 
strong^’enough, together with the naturaf tendency, at wokJc, to 
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dethjone the ancient shilling from its place in men’s minds. 
Quineas v/ere good coins and the silver ones were old, worn 
and clipped; fthe former were constantly being issued by the 
Mint, Slid the total stock was plentiful without being excessive; 
there was little prospect of the supply being depleted on 
account of melting for export. Furthermore, the scale of 
"commerce had increased so ^greatly, and values were so much 
higher than in earlier days', that the guinea had become of 
suitable size for a large proportion of the nation’s transactions.’^ 
With the guinea aS unit, its^'golden substance naturally came in 
as standard. 

By the time of the Napoleonic Wars, the monetary system 
of the country had changed greatly: small bahks of a pre- 
carious nature® covered the country. War spread fear for the 
convertibility of the jiotes of these institutions; a rumour of 
invasion occasioned panic : men rushed to convert notes into 
currency for hoarding. The Bank of England’s stock of gold 
gradually dwindled — ^because private bankers cashed its notes 
to obtain coin for th@ir customers; not because men feared the 
Bank would fail. At the same time the government was com- 
pelled to borrow on a dangerously large scale from the Bank, 
the amount of bills drawn on it by the ajsny being the subject 
of particular complaint by the Governors. The double strain 
upon its bullion reserves, constituting an internal and^ external 
drain, was too great: early in 1797 the encashmenj of its notes 
was discontinued. ' This stoppage, which lasted until 1821, is 
Known as the Bank Restriction. 

Thd Restriction must? not be looked upon as anything 
catastrophic: in major wars, governmental needs will always 
sweep aside the monetary staiaiard. If the government borrows 
^ from the central bank, or from the public which discounts its 
obligations at the central bank, that institution’s assets and 
liabilities are thereby increased; but such new liabilities of a 
central bank, whether they are notes or deposits, form a net 
increase in the volume of means of payment. According to 
the simple quantity theory, therefore, we should expect the 
value of the monetary unit to decrease. This is what hap- 
pened in England during the Restriction Period : in parMcular, 

‘ It would be wrong to exaggerate the importance of 4:his factor, how- 
e^r, in view of the persistence, even to this day, of a unit of account so 
low in value as the French franc. 
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the value of gold appreciated in terms of the now inconvertible 
notes of the Bank -of England. But these notes were readily 
accepted in payment, just as inconvertible notes 9/ere tjje main 
form of currency during the Great War and are so at the 
present time. Gold coins ceased to circulate. 

After the close of the Napoleonic Wars, a period super- 
vened during which (as a wholeli the volume of money was* 
reduced; since the suspension, also, the volume of money 
required to sustain the pre-war pjice-level had advanced by 
reason of the increase of population and of Industrial develop- 
ment. ^ 1821, the premium on gold had disappeared, and 
the Bank had accumulated an adequate reserve of gold again; 
thereupon, tlie convertibility of Bank of England notes was 
resumed. 

AjP Act, passed ‘five years earlier, had arranged for a new 
coin, the sovereign, to succeed the guinea of the eighteenth 
century; the former was to be proportionately smaller so as to 
be equal to 20/-, with the old price of gold restored at 
£3 17s. 10|-d. per standard ounce. So England returned to the 
gold standard, which she was to maintain until 1914. 

(ii) In the last sefftion, we said something of the assumption 
of the gold standard by the leading nations while discussing 
bimetallism. In order' properly to understand the sequence of 
events, we must go back to 1849 and 1850, when discoveries 
of gold were made in California and Australia : the stream 
gold which then began to accumulate in central bank jeserves 
was large enough to make the countries absorbing it well 
disposed towards the pr'oject of adopting the gold standard. 
Just as England adopted the gold standard as gold was increas- 
ing in volume and decreasing in value, s'?) did the rest of .the - 
world & century and a half later. 

Belgium, Switzerland and Italy being possessed, for various 
reasons, of insufiicient stocks of currency, had adopted the 
French currency units and made French coins legal tender 
within their frontiers. When the supplies of new gold 
threatened to di.Sjplace tUb full-weight silver currency, these 
countries had to reduce the fineness of their silver coins. 
Meanwhile all their silver coins, now* reduced to the rank of 
tokens, had become legal tender, in each of the four countries 
concellied. But trouble arose because !he degree of fineness 
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of the different countries’ coins differed, wherefore an agree- 
»ent was concluded to make all the silver coins luw l^ut 
to limik their ^egal tender to sums of 50 francs; the five-frg.nc 
pieces alone remained x%iPc) fin®, were still to be full legal 
tender, and could be freely coined. By this agreement, France, 
Belgium, Switzerland, and Italy formed what is called the 
Xatin Monetary Union. , 

But if the desire for safeguarding the token coinage was the 
occasion of bringing the Union into being, it also possessed 
wider aims, and soon developed more. The Union was practi- 
cally on the gold standard at the outset, and the monetary con- 
ference of 18^67 supported gold monometallism stron^y. But 
when Europe emerged from the Seven Weeks’ *War and the 
Franco-Prussian War, the situation had changed; silver was 
abundant, and France and Italy had* paper currencies, 
though these were but little depreciated in terras of gola. So 
much silver .was coined that the Union had to suspend the free 
coinage of the legal tender five-franc pieces. This was in 1 874. 
But the provision was made that each country should be 
permitted to issue agreed quantities of the sflver five-franc 
pieces, which were still to be legal tender throughout the 
Union. This provision had to be rescinded in 1878, because 
the stocks of five-franc pieces had become excessive. France 
had been in favour of the arrangement because she h^d hopes 
of playing the leading r61e in a bimetallic areq> (a fact of 
^^litical significance), and Italy had also favoured the provi- 
sion. But it was not, properly speaking, a bimetallic system. 
Silver remamed the standard only by reason of the external 
support afforded by the gold reserves; when the strain became 
too great, it was thought better to discard silver as a standard, 
, rather than to drift Gn to a monometallic silver standard as a 
result of the operation of Gresham’s Law. A condition like 
the one prevailing in the Union from 1874 to 1878, with silver 
being maintained as a subsidiary standard bj' virtue of the 
gold reserves, is usually called a “limping standard”. 

France abandoned silver in order .to keep the Latin 
Monetary Union in being; the purpose was n 9 t solely political : 
there was real convenience in permitting the circulation «of the 
foreign coins, and, furthermore, there was the qtfestion of 
liquidating the excessive stocks of five-franc pieces. The gold 
standard, thus adopted, remained in being in these countries. 


as in others who adopted it about this time, until the Great 
::War/ ^ ^ 

. Of other countries, little need be said. Genmny was men- 
tioned in the last section. The Scandinavian Union, ??ompris- 
ing Sweden, Denmark and Norway, and similar in purpose to 
the Latin Monetary Union, adopted gold in 1873; the external 
trade of these countries being largely transacted with England* 
and Germany, it was of great importance to have the same 
monetary standard as their customers and suppliers. 

In 1847 Holland had abandoned bimetallism, but she had 
chosen silver, and not gold, as her single standard metal. The 
force of ’Germany’s actions between 1871 and 1873 was too 
strong, however, and, between the latter date and 1876, Holland 
changed her standard from silver to gold. 

The United States had a paper currency from the time of 
the Civil War, when notes had been issued in so large quan- 
tities that great depreciation in terms of gold tooj: place; this 
“bulge” was deflated partly by the repudiation of all tlie 
notes of the Confederate States, to a small extent by reducing 
the numbers of the “ greenbacks in circulation by about a 
quarter in the years immediately following the War, and for 
the rest by the powe« of absorption of money shown by a com- 
munity growing rapidly in wealth and numbers. The gold 
standard was not restored, however, until 1 879. 

The case of Austria is a record, from the Napoleonic Wars 
onwards, of war, tumult and depreciated paper. The old silvK 
standard was, indeed, restored for a period before 1848, bm 
this was a transient reform. At lei^gth, by 1879.^ the Currency 
had so far appreciated -in terms of other countries’ money, 
that the restoration of the silver standard would have been 
easy; but Austria-Hungary decided to adopt gold. A period ^ 
of monetary management followed, in which it was sought to ' 
keep the florin steady, not to make it rise further on the foreign 
exchanges; tili' 1882 this policy was successful, and the 
accumulation of a gold reserve proceeded satisfactorily. Then, 
however, the florin .depreciated (because of stringency and 
deflation abroad), and it, was not until 1892 that the new 
standa^rd was put into operation, at parities with foreign 
currencies rather lower than had at one time seemed possible. 

Russia’s &perience was similar to the Austro-Hungariajj : 

^ Inconvertible notes issued during the War by the^North, ^ '' 
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wli$n the rouble reached its silver import point, it was decided 
adopt gold as the standard instead. This was made very 
much easier Sor Russia because prices in terms of gold were 
apprecteting after 1896. After an interval of management on 
gold exchange standard lines, she assumed the gold circulation 
standard in 1897. 

§w 

ii) The pre-war gold standard: how far automatic? The use 

Hi) The departure from the gold standard during the War. The 
Cunliffe Committee. The Genoa Conference and the gold 
exchange standard. The post-war return to gold. The 
gold standard revoked, 1931. Some later events. 

' * , ■ ^ <r ; 

(i) In 1§44, large changes (about which more will be said 
in Section 1 of Chapter XIID were made at the Bank of 
England. After that,, date, its notes in excess of a stipulated 
amount, known as the Fiduciary Issue, were *10 be backed, 
pound for pound, by gold; against the Fiduciary Issue, govern- 
ment securities could be held as the equivalent assets. 

There was some hope felt at the time that this arrange- 
ment would permit the gold standard to> work in an automatic 
manner. The extent to which the system was automatic has 
been exaggerated by some writers. The theory of automaticity 
■^ran thus: if the pound depreciated in the foreign exchange 
markets, that was because England’s balance of trade was 
becoming unfavourable; she must be importing more than 
usual, so that Englishmen w^re requiring more foreign cur- 
rency than the amount of sterling which foreigners were pur- 
chasing to pay for our exports. Such a change, it is perfectly 
true, would cause the pound to fall on the exchanges.' Now 
England’s excessive purchases from abroad must be due to 
her price-level being higher than other countries’ : that would, 
of course, make her a good market to sell in and a bad one 
to buy from, and would explain quite correctly her greater 
imports and smaller exports. Since the price-level depended, 
according to the quantity theory, upon the volume 6f money, 
it^followed that England had too much money. ' 

, This is the argument of a man preoccupied with* inter- 
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national trade. Now hear Dr. Coot’s solution: he says, 

“ England has too* much money, then ; clearly, she must ds 
made to have less of it, and other countries must hai*e more. 
And this is just what naturally happens : as soon as the pound 
passes the gold export point,^ men can make a profit by 
taking notes to the Bank of England, getting gold and export-, 
ing it. The Bank of England x;ancels the notes since its 
corresponding assets have been taken away, and the decrease 
of notes affects the volume of deposits by ten times the amount. 
The reverse happens in the country getting the gold we have 
lost: it ,creates the equivalent in notes or coin and this 
increases its (|eposits in a greater proportion. Thus, the two 
changes, the decrease in England’s money and the increase 
abroad, bring our price-level into line with other countries’; 
that will correct the unfavourable balance of trade, and every- 
thing will be all right.” 

“And you see,” Dr. Coot will add, “the whble thing is 
automatic : it must happen like that because, when the pound 
goes past the gold point, you can make *a profit from export- 
ing gold, and the experts of the City of London don’t miss 
the chance of making a profit like that.” 

But the penetraiing Prof. Hoot is able to refute this 
argument. Musing upon monetary theory, he tries to formulate 
a statement of the proper functions of a central bank, and, in 
the course of the researches which this concept evokes, he 
stumbles upon the fact that the Bank of England moves if?' 
Bank rate upwards when serious .withdrawals ot gsid are 
threatened. The Bank rate is so influential that the other 
rates of interest and discount are impelled to move in the 
same direction as it does. And ^hen Prot Hoot perceives the 
one and only loophole in Dr. Coot’s argument: the changes * 
in the .volumes of money would act only very slowly upon 
the respective price-levels, and, furthermore, the changes in 
price-levels, when finally brought about, *fould reflect only 
after a considerable lag upon the balance of trade, and there- 
fore upon the exchanges. Yet the changes in the foreign 
exchange rates folow ver;^ swiftly upon adjustments of Bank 
rate.= * . 

^ See Section f of this chapter,. 

® The working of this mechanism is not all described here; the rest of 
the mat^r (the forward exchange market) is dealt with ir>» Section ^2 cif 
Chapter X. ^ ' 
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Thus Prof. Hoot bursts forth with the discovery that, 
^'though equilibrium in the foreign exchanges might be brought 
about it*, the way described by Dr. Coot— he is careful, as a 
good logician, to say this, for it is perfectly true— this is not, 
in fact, the immediate manner in which it is restored. Then, 
by a triumph of deductive analysis, he goes on to show that 
Dr. Coot is mistaken in his assumptions: that the learned 
coftimercial authority has virtually assumed that purchases of 
foreign exchange are ma4e only for the purposes of inter- 
national trade. He, Hoot, points out that purchases of foreign 
currency are made for capital as well as for incomq account 
(and he permits himself a digression of a hundred pages or so 
to define the difference between capital and income). 

The upshot of the matter is this:^ when the pound 
approaches gold expert point, the Bank of England pijits up 
Bank rate, and other rates of interest and discount go up in 
sympathy. ^Foreigners are then able to buy sterling cheaply, 
and to earn upon liquid capital funds a higher rate of return 
in London than could be had before. Perhaps, when their 
funds are changed into sterling, they buy treasury bills, 
those borrowings of the government which are repayable in 
three months; the rate of discount on theSe will have gone up 
with the increase in Bank rate, and this is certain to attract 
foreign investors possessing money which they want- to keep 
liquid. 

ir" At the same time, fewer bills of exchange will be sent by 
foreigners for discount, since discounting is now costing them 
more in London. And thi§ tends to send up the pound in terms 
of foreign currencies, for the receipt of a bill from abroad for 
discount is the importation of a foreign security, which has to 
- be .paid' for, like any" other import, in the currency in which it 
is drawn. Thus a falling off in the stream of bills coming for 
discount in London means that London discounters are having 
to buy less foreign currency than usual, while, for about six 
weeks,^ the stream of repayments to London discounters will 
remain unabated. 

These two results of the increase in Bank rate combine to 

^ The customary usance of bills is three months; therefore, i^ the stream 
of bills is steady, the average time left to rim of the bihs discounted in 
Lcridon is one and a half months. When a bill is discounted in London, 
th^ discounters have to buv foreign exchange; when the bill is mels^by the 
drawee, he has^to buy sterling. 
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push the pound up away from the gold export point at once. If 
the disturbance is serious, a certain amount of g^d moves out 
from England before the depreciation of the pouncLis cor- 
rected. And this gold movement does have the effect Dr. Coot 
describes; this takes place slowly, and when it is completed it 
permits a lowering of Bank rate to the pre-existing level, 
(other things being equal). The only comment which remains 
to be added is that gold movements would be of far larger 
dimensions if the swift relief mechajiism defined by Prof. Hoot 
did not operate. 

% 

(ii) Such '^as the pre-war gold standard. Then came the 
cataclysm. In the days immediately preceding the outbreak 
of war, something, very like panic took place among the 
London bankers : they strove to amass liquid funds, and many 
members of the stock exchange, whose businesses were run 
upon funds borrowed from them, found thdmselves in 
difficulties. The b|nkers declined to give out gold, but paid 
out Bank of Bnglald notes, telling their customers to obtain 
gold from the central institution. The Bank had no office 
arrangements for handing out small quantities of gold to large 
numbers of people, "and the fact that the gold-seekers were 
kept waiting created t|ie impression that there was a run on 
the Bank; at the same time, the reserve was falling rapidly; for 
fear that this should become exhausted, £1, and 10/- treasury 
notes were issued and made legal tender. **• 

Britain did not formally revolt the gold standard, but 
difficulties were placed in the way of those who Mught to get 
gold, and, soon after the outbreak of war, patriotic propaganda 
enabled the newly issued notes to be substituted, to a gratify- 
ing extent, for the gold hitherto in circulation. At the end of ' 

1916, the melting of gold coin was made illegal, and, during 

1917, the government hindered the provision of cargo space 
for those who wanted to export bullion. Xater, the govern- 
ment, which had taken over insurance against war risk, 
declined to insure gold. In essentials, while the fiction of the 
gold standard reihained, ^e reality was abandoned with the 
outbreak lOf war. 

Yet the cmirse of tlie exchanges did not show a simple and 
progressive depreciation of sterling. London was, and hid 
been for very long, a very large lender to foreign couctries. 
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This took the form of such long-term transactions as the raising 
(Jf capital to construct railways in the Argentine, and this sort 
of lending ceased with the outbreak of war; it also took the 
form of short-term transactions, typified by the discounting of 
bills. The desire for liquid funds deprived the discount market, 
,as it had deprived the stock exchange, of sufficient funds, and 
London tried to liquidate fe foreign assets. This, of course, 
could not be done at a moment’s notice, for the market was 
trying to obtain repaymenLin sterling at a time when no firm 
wanted foreign currency; they wanted sterling; thus there was 
no one to sell sterling to the foreigners wherewith, to repay 
their obligations in London. Sterling went to,.a remarkable 
premium, and finally the foreign exchange market froze : deal- 
ing was discontinued. 

After the first shock, something like normality gradually 
reappeared, and the whole London money market found itself 
replete with liquid funds. This enabled the government to 
issue great quantities of treasury bills, and as well it borrowed 
on Ways and Means*^ Advances, that is, direct lending by the 
Bank of England. When the government boiTOws on Ways 
and Means Advances, the Bank adds equivalent sums of assets 
and liabilities to its resources : the Advances are the assets, and 
the liabilities consist of credit placed to the government 
account. Such credit is, of course, new money, and, as the 
government spent it upon its military requirem.ents, so it per- 
colated into the currency reserve of the joint-stock banks. 
Upon the banks receiving, an increase in their “ cash ” in this 
way, they could lend some ten times the amount received. 
But borrowing by private industry was urgently discouraged 
to prevent competition with ’^borrowing by the government. 
In effect, the government borrowed whatever could be lent. 

The great increase in the volume of money had its effect 
upon the value of the pound in terms of foreign^ currencies, but 
the depreciation which it occasioned was concealed or counter- 
acted by sundry devices, and by fortuitous events.^ Neverthe- 
less, after the early increase in value, tlie pound depreciated 
on the foreign exchanges, whilst prices rdse to more than 
double the pre-war level, so betraying the increase cin means 
of payment. Chance and artifice combined to^minrmise the 

r ^ These are matters of too minute detail for discussion in an introductory 
hook xike the j^resent one. 
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apparent depreciation in terms of foreign currencies — the fall 
in the external value of the pound; prices indicated the true 
position more clearly, for the fall in the internal value of the 
pound was by much the greater. It was inflation. 

It is a remarkable thing that a committee v/as appointed 
during the War, whose terms of reference virtually required it 
to recommend the steps which ,would be necessary to re-' 
establish normal monetary conditions appropriate to the time 
when the War should be over. Such a matter one might have 
expected to be left in suspense ilntil after the cessation of 
hostilities. But it is really amazing that this committee (under 
the chairmanship of Lord Cunlilfe, a former Governor of the 
Bank) should liave been set up so early as January 1918 — long 
before the vision of' ultimate victory appeared in August, and 
indeqi before the spectre of defeat had come at the end of 
March to haunt the nightmares of the Allied leaders. 

Surprising though it is, this committee was at work during 
the extreme moments of die struggle, and it issued an interim 
report in August 1918. Naturally, 'its framers could not fore- 
see the future, and their recommendations reflect the monetary 
theory of pre-war times. 

The Bank of Eflgland had devoted as much of its new- 
found resources as was necessary to the creation of notes in 
order to- form an adequate cash basis for the enormously en- 
hanced volume of credit money; properly speaking, these notes 
were exchanged for the Treasury’s currency notes, and it wa«. 
the latter, not the former, which fomied the cash basis. The 
limit to the Fiduciary Issue had gone by the board. 

The August Report of the Cunliffe Committee did two chief 
things: it alleged the adequacy) of Bank rate as an instru- 
ment of control (of raising Bank rate to curb inflation), and ^ 
it strongly recommended that a limit be fixed to the Fiduciary 
Issue: the mqjcimum note issue permissible should be no 
greater, it said, than the high limit of the notes actually in 
circulation during the preceding year. This was a policy 
suitable for a period" of readjustment occupying several years, 
and it was framed withoifl the foresight to imagine the extra- 
ordinary „and supplementary devices, of control which post- 
war complexiities would necessitate. The Report recognised 
the truth, which had been Suppressed hitherto, namely, tlM 
the gold standard was virtually non-existent. 

. ■ , . ■ " 



Yet with the coming of peace, the exchange rates were 
let loose, the wartime devices for keeping the pound above 
the appropriate leveP being discontinued: a low Bank rate 
and plentiful money continued. The gold standard was 
formally abandoned. In 1920, as a result of running counter 
to the recommendations of the Cunliffe Committee, inflation 
'proceeded unabated. In „1921, however, the authorities 
definitely “ went deflationary ”., Bank rate was put up to the 
unusually high figure of 7%, and a large surplus was budgeted 
for, with a view to collecting and destroying some of the 
excessive number of currency notes. Furthermore, restriction 
of lending was practised. The bubble burst: prices came 
toppling down, and the volume of output, which had been 
near to maximum capacity, declined steeply; large scale un- 
employment appeared^ 

These effects had never been intended; but so great was 
the fear of uncontrolled inflation that the conditions produc- 
ing the evUs were permitted to continue. The situation in 
other countries certainly fconstituted a warnipg against the 
excessive creation of money. A meeting of experts examined 
the deteriorating position at a conference held in Brussels in 
1920. In 1922, a monetary commission sfit up by the abortive 
Genoa Conference, examined the financial position of the 
nations. Their chief recommendation Vas the establishment 
of the gold exchange standard to precede a retuiu to a fuller 
iorm of the gold standard on the part of the countries whose 
money consisted of depreciated paper. 

This recommendation Vas in fact put into practice in a 
number of cases within the next five' years. The restoration 
of the gold (bullion) standard was achieved by the nations, 
r but only by means of'severe restriction of credit, which reduced 
their economic activity (notably in the case of Great Igritain) 
to levels of bitter depression. ^ 

In Great Britain, depression had brought the pound almost 
up to the pre-war parity with the dollar (1923); the following 
year, a relapse of the exchanges occurred on account of greater 
economic prosperity. In 1925, however, nbetter conditions 
abroad brought the pound back to parity; the Bank o| EiTgland 
had accumulated a sutfciency of gold, and so Great Britain 
re-established the gold standard, at the old price for standard 
r. ’-Notably the $—£. rate was freed from control. 
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gold of £3 17s. lOjd. per ounce, and with the dollar, which 
had not been divorced from gold, back at the old parity of 
S4.86|- to £1. It did not appear at the time, ‘thou^ it was 
realised later, that the pound had reached these levels only by 
reason of purchases of sterling on the part of speculators who 
correctly anticipated our return to gold at the old parity. 

The return to gold by Great Britain was a mistake. Some" 
there were (notably Mr. J. M. jKeynes) who said so at the time. 
The pound, whose value was truly shown by what it would 
purchase within Great Britain, waS not really worth what the 
exchange quotations showed it to be equal to in terms of 
foreign Currencies. Thus the period from 1925 was one of 
struggle on tlib part of Great Britain to maintain the exchange 
parities with other. currencies which her return to the gold 
standard had established. 

Meanwhile, other countries returned to gold in conditions 
considerably more advantageous than those Great* Britain had 
chosen. Thus she was lefti straggling to maintain her gold 
reserve at thq, cost of continuing depression, with unemploy- 
ment at over a million. In 1928 and 1929, a speculative boom 
in the United States provided even Great Britain with some 
relief, but by the end of the latter year, the boom had cracked 
and the greatest depression of all time was well on the way. 

Austria and Germany got into difficulties first, for reasons 
connected with the course of international lending. 

South American countries were soon in 'similar straits. By. 
this time England’s position was widely distrusted; ^e first 
great moment of the tragedy was no’t far off : on ?9 September 
1931, Great Britain revoked the gold standard; the mighty 
pound was severed from its traditional golden anchor, and 
this in a time of peace. Many other countries followed suit , 
without delay; all did so in the end. The pound, and the cur- 
rencies of those countries dependent on Great Britain for an 
external market, remained unattached to gold; they became 
“ managed ” currencies. The United States sought relief from 
depression by devaluating her currency (April 1933), that is, 
by reducing the .quantity^ of gold equivalent to the dollar. 
Franc®, Switzerland, Holland, and, for a time, Poland, Italy 
and Belgium,,reraained to form the “ ?joId Bloc ”. Recovery 
came slowly, but not in these countries which clung to the 
gold sthndard. Finally, in 1936, the Gold Bloc> was forced 
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to devalue, and the tentative arrangements, described as the 
^ gold reserve standard in the first section of,this chapter, were 
. ; made/' : / ^ " 

The phrase, “managed” currencies, used above, calls for 
explanation: managed with what ends in view? The ends 
took the forms of social objectives, recovery and stability; tliese 
liave never been coupled wjth a distinctive and recognisable 
monetary policy, although it might be said, in the case of Great 
Britain, that low interest rates have been maintained con- 
sistently. In using the expression, a managed currency, it 
must not be forgotten that the gold standard, even in its purest 
form, the pre-war gold circulation standard, was always a 
managed system; the post-war gold bullion stancfard was more 
clearly, quite obviously, a managed system. The difference 
between a gold standard currency and a free currency is not 
the absence or presence of management in the system; manage- 
ment, in th& sense of regulation, there is always; the difference 
lies in the object or purpose of the management: under the 
gold standard, it is the external value of the currency which 
is of prime concern to the monetary authorities; m the great 
depression, it was the internal value whose disastrous upward 
movement forced the authorities to make il their chief concern. 
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(There are many who do not agree with Dr. Benham’s views.) 

The latest events, which have not yet found their way into 
books, caxirhe studied in the recent numbers of The Economist; 
this ^i^xcellent weekly journal has a good quarterly index, but 
this is naturally not so detailed as the index of a book. 


CHAPTER X 


THE GOLD STANDARD AND THE FOREIGN 
EXCHANGES FURTHI^ CONSIDERED 


The mechanism of. the foreign exchanges, and the effects of 
their operation.* Bills of exchange agd treasury bills. The 
ffill on London. Purchasing power parity theory and its 
limitations; day to day fluctuations. , 

It will well to inspect the operation of the foreign 
exchanges a little more closely than has been done in the last 
chapter. Firstly, let us dispose of some misleading phrase- 
ology : it is frequency reported,, in the financial press and else- 
where, that “foreign money is flowing into England”, that 
“ there i? a large volume of foreign money <or foreign balances) 
in this country”, or. that “Frenchmen are transferring their 
funds to London These and simfiar expressions are likely 
to conjure up visions of stealthy financiers arriving at dead 
of night bearing strong-boxes full Of thousand-franc notes, or 
that they are somehow making a net addition to the volume 
of money in the London money»market by some other means. 
These things do not happen. 

For reasons which will be mentioned later in this section, 
Frenchmen (for example) may want sterling. They go to the 
foreign exchange dealers and give them francs for the number 
of pounds which is equivalent at the prevailing exchange rate. 
If the sum in question is large, they probably do not take 
sterling in the fogn of notes; the stock of pound notes in Paris 
is quke small, being kept for persons who want moderate sums 
for making spiall payments, such as thbse incurred in travelling 
in England. The Frenchman wanting a large amount .,of 
sterling will probably take it in the form of a deposit at o?^e 
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of the large English banks, let us say at the Natiohal 
Provincial (v/hich is the easiest one for M. Francois to 
pronounce). *" 

We may suppose that M. Frangois has fear that the franc 
is going to fall gravely. (Perhaps to “ transfer funds abroad ” 
is unpatriotic; bah! it is necessary that one protect oneself.) 
"So he goes to the Credit Lyonnais, the largest of the French 
banks, and what happens is this.; M. Frangois’s account at the 
Credit Lyonnais is debiteci with (say) 1,050,000 francs, and 
their sterling deposit at the*^ National Provincial in London is 
debited with £10,000, since the rate at the time is IQS francs 
to the £1. That leaves the Credit Lyonnais as before, except 
that more of its resources are in francs and lek in sterling. 
Then a deposit is opened at the National Provincial in the 
name of M. Frangois ■for £10,000. Very likely this is done by 
the Credit Lyonnais telephoning the National Provincial,^ or 
perhaps by sending a telegram, a process known as telegraphic 
transfer (or simply TT). 

One of the impor'tant points to realise is that there is no 
more money in London than before : the National Provincial 
has only transferred £10,000 from one of its customers to 
another. If M. Frangois is going to get sterling, someone must 
part with it. 

Of course, if he were to ship gold from Paris to London, 
that would be another matter, but here we are concerned with 
normal exchange movements; furthermore, if the two countries 
were not on the full gold standard, or if the new type, the gold 
reserve standard,^ were in feeing, he could not get gold to ship. 

Why, then, is so much notice given to foreign exchange 
transfers like M. Frangois’s? What are their important effects? 

^ Now we found the Credit Lyonnais losing sterling and gaining 
an equivalent amount in francs; one of the two important 
effects results from this. For we may assume tjiat the sterling 
balance which the Credit Lyonnais had in London was about 
the size which it found necessary for the convenient transaction 
of its business in England. It is thus ifflpelled to restore its 
stock of sterling: it enquires of otSier banks, and they will 
sell sterling to it for francs, but only at the price ;^t '^hich 

/ Actually, the Credit Lyonnais has its own branch in London through 
which its exchange dealings would naturally be done. m 

' “ See Sectioir 1 of Chapter IX. 
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they think they can buy pounds to replenish their own stock; 
for they too want to keep up their London balances. In this 
way, there may be enquiries all round the Paris fhoney market 
for sterling: it is this desire to buy which sends up me price 
of sterling, iust as a keen desire to buy copper will send up 
the price of copper, or, in other words, makes more, francs 
exchange for £1. We assumed that the rate was 105 francs* 
to £1 : M. Francois’s action might be enough to move the rate 
to 105-|-. 

The other important effect afises from the employment 
which hi Francois finds for his money. Before the money 
stood to his account at the Credit Lyonnais, he was, perhaps, 
the holder of'French treasury bonds of short date, and it was 
the repayment of these by the French Treasury which put him 
in fupds. If he no longer wants to hold the French bonds, that 
means that there is less competition among capitalists to buy 
these; now since it is this competition which keeps down the 
rate of interest upon them, there will be a tendency resulting 
from M. Francois’s action for this interest rate to go up. And, 
since one interest rate does not move far without affecting 
others in the same market, we may say, more generally, that 
interest rates in Paris tend to go up. In the event, of course, 
they may not rise, because there are sure to be all sorts of other 
influences at work in 'the market; but this is the result which 
M. Francois’s action tends to bring about. 

Now when M. Francois has acquired the £10,000 in 
London, he probably does not keep it idle. We have supposed 
that he is actuated by the fear theft the franc will fall; he is 
not contemplating lockiflg up his funds in long-term securities; 
he wants to keep his money ’absolutely safe. So he buys 
English treasury bills, and this action evidently has the oppo- , 
site effect to the one produced in Paris; interest rates in 
England tend to go down. Furthermore, if M. Francois 
acq^uires £10,0 l) 0 worth of treasury bills, someone else is left 
without them, and there is that amount more seeking invest- 
ment somewhere. • 

Alternatively ,, M. Francois might have wanted sterling 
because interest rates were higher in England than in France. 
Thus we'may sav that “ movements ” bf funds tend to equalise 
interest rates. While there is no fear that the full gold standard 
will & abandoned, this is true; but if fears eff a currency 
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depreciating are the ruling motives in the money markets, the 
relative levels of interest rates will be quite unimportant, and 
such movements of “panic funds” often enough widen the 
margin between interest rates in one centre and those in 
another. 

Suppose a really large movement of money, millions of 
pounds, seeking investment -on short tenn, takes place from 
Paris to London, so that interest rates in Paris go up con- 
siderably while those in London fall, whereas they had been 
approximately equal before; if the franc was exactly at par of 
exchange with the pound, it will now have moved almost to 
the gold export point and so be better to buy; if the full gold 
standard exists and there is no fear of its overthrow, a power- 
ful incentive has been generated to transfer funds the other 
way: firstly, there isca chance of making' a fractional profit 
when the funds are brought back from Paris to London, since 
the franc isdow now and will probably be higher in teims of 
pounds later on; secondly, rates of interest are higher in Paris 
than they are in Lond*on, so that funds in Paris will earn more 
than they will at home. Thus, so long as the full gold standard 
is assured, we may say that a really big movement of funds 
will tend to have an equal and opposite reaction, or, if we want 
another form of words, to be self-correcting. 

Before the War, when the volume of bills of exchange was 
much larger, compared with the volume of money seeking 
investment on short term (which we may refer to as short-term 
funds), ^another corrective to big transfers was influential. If, 
as often happened, large funds were accumulated in London, a 
good deal of these would be invested in first-class bills; this 
depressed the rate of discoufit on bills, and pushed up the 
. pound in the foreign 'exchange markets. The lowering of the 
discount rates caused merchants to send more bills for discount 
in London, which sent up discount rates again and brought the 
pound down again. 

Whilst bills of exchange drawn in foreign currencies are not 
unimportant in the London money market, the bulk of the 
“paper” is made up of sterling bills. Most of these arise in 
the course of Britain’s own international trade : we bjiy ^heat 
in Canada, and the Canadian Wheat Pool draws a bill in 
starling on the Millers’ Association; we send glass beads to 
Africa, and the London merchant draws upon the native'dealer 
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in sterling. But sterling is also used to finance trade between 
two foreign countries : a Rumanian farmer, for instance, may 
sell wheat in England, and leave the proceeds with a London 
discounting house instead of turning them into his own cur- 
rency; when he has to pay for fertiliser from Germany, he 
tells the suppliers to draw on the London accepting hjiuse in 
sterling; and they are pleased to do so, for a credit in London ' 
is the most liquid form of credit in the world, and much prefer- 
able to a credit in Rumania. In course of time, the accepting 
house gets to know the Rumanian farmer well, realises that he 
is a big |nan with great resources, and they will then accept 
bills for goods sent to him even though he has no funds in 
their possessidh. Furthermore, it is not unusual to find such a 
case as a Brazilian coffee exporter drawing on a German 
wholesaler in sterling; the German wholesaler is known in 
London, where the market will discount bills of this type too. 

It is clear that business of this sort can take'>place, how- 
ever, only when the value of sterling is not fluctuating by a 
margin appre<?iably greater than the old gold standard used 
to permit. If a bill were drawn on a German in sterling, and 
the pound went up by 5% in terms of marks, the German 
would be faced with an increase in his bill, on the date he 
had to buy sterling to meet it, which would probably swallow 
up aU h.is profit. Thebe is one way out of this dilemma with 
which we vill deal in the next section. It would be unsound 
to argue that the German importer might equally have the 
chance of making an additional profit from a depreciation of 
sterling, and so find the sterling bilf just as attractive in times 
of exchange fluctuation a’s in quiet times : he is not a monetary 
expert, prepared to use his knowledge of financial conditions 
to hazard his fortunes in this way. IndeM, largely because of , 
currency disturbances, finance of this sort has been of much 
less importance since the War than before it. 

It would seem, from what we have said, that, for all the 
sterling funds in London owned by foreigners, there must be 
equivalent balances held abroad by Englishmen. But this is 
not so. If England imi^rts more goods from abroad than 
she s’blls ,to other countries, that will leave a net balance of 
sterling in fot^ign possession. England might “ live beyond its 
means ” in this way, so long as foreigners were prepared 
amass’ sterling balances, without any downward .tendency on 
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tbe foreign exchanges. To be more exact, we must bear in 
mind Prof. Hoot’s discovery that there are many other dealings 
on the foreign exchange markets besides those contracted in 
connection with imports and exports of goods: there are 
dividends due on foreign securities held by Englishmen, and 
interest), earned by English capital funds held abroad; money 
'due from foreigners for shipping, insurance and banking ser- 
vices performed for them by Englishmen; and sums sent home 
by Englishmen abroad.^ These are current income items which 
tend to raise the pound oif the foreign exchanges. The only 
large current income item tending to depress the poujad is the 
expenditure of Englishmen living or touring abroad. 

In addition, there are items on capital account : if a 
London bank lends the Latvian government a million pounds 
to balance its budget? this sum is clearly required in Latvian 
money; the pounds are sold for lats, an operation tending to 
depress the "pound. Similarly with an issue of shares by a 
company to build a railway in the Argentine.^ Such opera- 
tions are called exports of capital. Repayments (imports of 
capital), on the other hand, tend to raise the currency of the 
country receiving them on the exchanges. 

So we see that, if England has an atfverse (also called a 
“ passive ”) balance of trade, that is, if her imports exceed her 
exports of merchandise,® the pound may'still be kept steady by 
the other items.* So we must strike a balance oi payments, 
and say that sterling balances can accumulate in the possession 
of foreigners if England’s ^balance of payments is adverse. 

Just this'' situation did arise between 1925 and 1931: 
England was virtually importing ca;^ital, of the dangerous, 
short-tenn type. It kept the ’pound up, but when the great 
depression came on,' foreigners began to fear that England 
must have suffered some grievous losses in the financial crises 
in Austria and Germany. They therefore “withdrew” their 

^ Not large. In the case of the United States, immigrants’ remittances to 
European countries are a large item. 

^ With the difference that the railway material npy be bought in England 
and shipped to Argentine, an export of merchandise which will partly offset 
the export of capital. ^ ^ 

® This is known as the visible balance. m 

^ The other items are known as the invisible items : receipts ffrom ship- 
ping services, for instance, are described as invisible experts; exports of 
capital are, rather provokinglY, invisible imports since they affect the 
exchanges in the same way as imports of merchandise do; it may -!ielp to 
think cf export!?‘of capital as being irtiports of foreign securities. 
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balances; that is, they sold the treasury bills and other short- 
term securities they held, obtained sterling balances (some held 
their resources in the form of deposits already),»and changed 
these balances into francs, dollars and other currencies. This 
pushed the pound past the gold export point and led to ship- 
ments of gold; while the crisis was acute, these reacted the 
remarkable figure of £25,000,000 ^in nine days; the Bahk and 
the government borrowed, between them, £130,000,000 worth 
of francs and dollars to support the pound on the exchanges, 
but it was no good : Englishmen, «s well as foreigners, were 
buying foreign currencies with their deposits : the gold standard 
had to be abandoned and the pound allowed to fall. 

If we say .-that this “flight” of short-term balances forced 
the pound off gold, .we must remember that there would have 
been no great net* 'volume of foreign-ojvned deposits except 
for the adverse balances of payments on long-term capital 
account and on income account during the preceding years. We 
had more than adequate foreign capital assets, of course, but, 
like an fll-managed bank, we had lent long and borrowed short. 

These adverse balances of payments resulted from the 
pound being re-established upon the gold standard in 1925 at 
a level which proved too high.® It was the old pre-war level, 
but that constitutes no sufficient criterion. What is the criterion, 
then? The criterion,- and it is not an entirely simple and 
satisfactory one, is that exchange rates should be such that 
the pound ^all have the same purchasing* power in England 
as the franc has in France, and the dollar has in the United 
States, and so forth. » <» * 

If a composite commodity, made up of specified amounts 
of all the important articles of trade, costs £100 in England, 
$500 in the United States, and 10,000 francs in France, then 
the exchange rates ought to be £1=$5 = 100 francs ($1=20 
francs).' This is the sutetance of the principle, rediscovered by 
Prof. Gustav C&ssel after the War, and kno.wn as the purchas- 
ing power parity theory. 

Dr. Coot, in his practical, business-like manner, is inclined 
to interpret the purchasina power parity theory in too narrow 

' 'N'tSt counterbalanced by English-owned short-term balances in foreign 

centres. ^ 

^ Some econc?hiists argue that courageous ” deHation could have cm*- 
rccted this maladjustment: notably,' 'Prof. Lionel, Robbins: The Grmi 
Depression f 1934. .% ^ ^ ^ ' 



a sense. He says: “Yes, I see this: if so much wheat costs 
£1 in London, 100 francs in Paris and S5_.in Washington, the 
exchange rates must be £1 = 100 francs = S5; otherwise it would 
pay to move wheat from one place to another; for instance, if 
the price were £1 or $5, but the exchange rate was $4 = £1, it 
would^ay to change dollars into sterling, buy wheat in London 
and ship it to Washington. oThe depletion of stocks in London 
would send the price up there;,the increased supply in Wash- 
ington would bring the local price down, and the purchases of 
sterling would increase its value in terms of dollars. All these 
movements might leave the price of wheat at £1 2s^. Od. and 
$4.50 in the two centres, and move the exchange rate" to — wait 
a minute — $4.09 = £1. That would make it ju^c right.” 

But then a shadow of doubt crosses the mind of Dr. Coot. 
“ Obviously,” he adds, “ this is true of things like wheaL but 
you can’t say the same of houses or the cost of railway fares 
or anything like that. And anyhow, purchasing power can 
always differ between one currency and another by the cost 
of moving the goods-^I mean, wheat can be mope expensive in 
London than in Washington by the amount of freight charges, 
etc., or the other way round.” 

The last observation is quite true. But Prof. Hoot points 
out to him (with geometrical illustrations) that his idea of 
purchasing power parity theory is a mere truism: if it is to 
apply only to international trade goods, it must he true. In 
fact, the price of wheat (for example) in London is virtually 
arrived, at by taking the current figure in Winnipeg, turning 
that into steHing at the existing exchange rate, and adding on 
the transport costs. By. analysing costs of exports with the 
utmost rigour (going backwards in time even unto the third 
and fourth generations), the learned Professor then shows that 
all prices in the home market ultimately enter into inter- 
national trade goods costs; and hence that, the purchasing 
power parity theory must be applied to all prices. 

Dr. Coot’s counterstroke is masterly: applying the theory 
to the prices of all goods, he produces statistics to show that, 
in fact, purchasing power differs rfiarkedly between different 
currencies which are qjearly in something like eqqilibfium.' 

^ Meaning, in this respect, that there is no considerable tendency 
{present for the existing exchange rates to alter; for example, no g^ld ship- 
raentj? are taking place, . , 
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And these statistics are not only correct; they are typical. 

Hoot returns to the charge by pointing out that people in 
different countries spend their money on differerft things, and 
on the same things they expend different proportions*of their 
incomes, such that exact statistical correspondence is not to 
be looked for. _ 

But this does not dispose of Cpot’s objections: treked in 
this way, a theory whose utility depends upon measuring 
small differences, of the order, say, of 5% or 10%, proves to 
be inaccurate to a much larger degfee. 

Nevertheless, we can make use of this theory by applying 
it in a relative sense over time: if we find that in the last 
year the purchasing power of the pound (as measured by 
index numbers) has .gone up 5%, and that of the franc has 
gone down 5 % , we 'have a definite indication that the pound 
ought to have gone up by about 10% in terms of francs. Dur- 
ing periods when exchanges have been free to vaiy, it can be 
shown statistically that this happened with sufficient frequency 
and exactness tp be interesting. If, however, the gold standard 
exists, so that exchange rates are not free to vary, we have a 
measure of the disequilibrium which has developed: in our 
example, supposing tiie pound and franc to be still on gold at 
the old parity, we should say that the franc is now over- 
valued by about 10%;* the rate is still 100 francs = £1, and it 
ought to be about 110 francs = £1. 

Even so, some allowances must be made; a change in 
world demand for a country’s exports can affect profoundly 
the value of that country’s currency terms of olliers’, whilst 
the price changes affect tile purchasing power of all currencies 
to an approximately equal extent. For instance, if drought 
ruined all the tea crops except the Chine'se one, the value of 
China’s, exports of tea would increase very greatly; the con- 
sequently increased purchases of Chinese currency would send 
tip its value in* terms of other currencies -appreciably. No 
indication of this necessaiy adjustment would appear from 
comparisons of purchasing power. 

Similarly, changes of Shpply can have a disturbing effect. 
If Cfflna, suddenly produced ten tiipes as much tea, the 
exchanges mig^tt be affected somewhat gravely. If the demand 
proved to be very elastic, and the tea sold at little under fifes 
figure per lb. of the year before, then the value* of Chinese 
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exports goes Up; SO strengtljening her currency on the ex- 
changes, with nothing in the comparison of purchasing power 
to show the'' necessity for this. Contrariwise, the increased 
quantitjT may knock the bottom out of the tea market, such 
that tlie supply, although ten times as great, seUs for a total 
sum 6 «ie-half as much as was realised the year before (amaz- 
ingly inelastic demand). Xhis depresses China’s currency, of 
course, with no indication that it ought to go down from the 
comparisons of purchasing power. 

Again, the imposition bf higher tariff rates will render the 
equilibrium rate for the currency of the protecting country 
higher dian it otherwise would be. 

Further, if the huge mass of British emigrants (who went 
abroad, of course, after the— fascist or eommunist — dictator- 
ship was established) suddenly find themselves able tq, send 
handsome remittances back to the poor old folks at home, 
then sterling will be strengthened, whilst the comparison of 
purchasing power would lead one to expect, if anything, a 
depreciation of sterling. This is so in the ca«e of all one- 
sided transfers. If capital invested abroad suddenly began to 
pay dividends again, the same effects would be produced. 

Lastly, capital movements, which are»normally large scale 
transactions, may disturb the exchanges from time to time. 

Thus it appears that considerable allowances •■must be 
made in applying purchasing power parity theoryc statistically, 
but that it remains the only criterion of what exchange rates 
ought 40 be. We need oply add that seasonal purchases of a 
particular currency"^ will temporarily disturb the appropriate 
exchange rates, and that day to day fluctuations will still occur 
on account of the fact that the balance of payments does not 
equalise itself in the short run. 


The forward exchanges: spot and forward; the deferred con- 
tract; why a request for security fs sometimes made; method 
of quoting; above spot meaning a discount, and ^elo^ spot 
a premium. The high development of the Lendon market. 

r ^ Many countries have “ export seasons : notably those whos® exports 
consist largely a single crop. 
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The factors governing forward rates in relation to spot: 
short-term rates of interest, ring work, forward supply and 
demand, fear and Exchange Funds, spectSlation. Big 
fluctuation prohibiting a forward market. The ddSirability 
of forward dealing; but the peculiarity of exchange specula- 
tion, that it may cause the effect it fears. ^ 

Besides the type of foreign exchange dealing which we 
studied in the last section, there exists anotlier sort of contract 
quite common in the exchange martet. We found M. Francois, 
suddenly put in funds by the repayment of French treasury 
bonds, ejfchanging francs for sterling because he expected a 
fall of the franc. A month before his bonds had been repaid, 
he could have effected virtually the same transaction: he could 
go to the Credit Lyonnais and make a b^gain with them that 
he wcfuld exchange his 1 ,050,000 francs with them for sterling 
in one month from the date of the contract. Thia is called a 
“ forward ” exchange operation; it is contrasted with an actual 
exchange of francs for sterling there and* then, on the day he 
goes to his bank, the latter being called a “ spot ” transaction. 
When M. Frangois buys sterling forw'ard, the rate is agreed 
at the time of making the contract; the whole point is to avoid 
having to deal at the unknown, rate which will be the spot 
rate of tlje day a month later. M. Frangois does not have to 
pay for the ^erling until he gets it, though the Credit Lyonnais 
may ask for security if it is not sure whether its customer is 
reliable. ^ 

Why should a bank ask for security? It would seem that, 
if the customer cannot find the money on the due date, the 
bank will retain the foreign money and so run no risk of loss. 
Yet a bank selling foreign exchange forward does run a risk, 
because it at once covers itself by buying that foreign currency 
spot. For example, suppose M. Frangois buys sterling one 
month forward at 105 francs i=£ I ; he is contracting to exchange 
1,050,000 francs for £10,000 a month later. Thus the Credit 
Lyonnais buys £10,000 the same day as the contract is made, 
and keeps it, let uj say, oft deposit at the National Provincial 
Bank*in London, so as to have it ready for M. Frangois on 
the agreed dafe. For simplicity, let us suppose that the spot 
rate is the same as the forward rate: thus the £10,000 costs 
the baiTk 1 ,050,000 francs. Now if M. Frangois w».re a man of 
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no means, who disappeared and failed to fulfil the contract, 
the Credit Lyonnais would be left with the £10,000; meanwhile 
sterling may'^have fallen to the rate of 100 francs = £1, so that 
the £10,1)00 is now worth only 1,000,000 francs. M. Fran 9 ois’s 
failure to fulfil the contract has turned the Credit Lyonnais 
into af} unwilling exchange speculator, who realises a loss of 
50,000 francs. Hence th% demand for security sometimes 
made by a bank to those makipg forward contracts with it. 

There are only three customary periods for which forward 
exchange contracts are m5ide: one month, two months and 
three months; anything else is very rare. 

The method of quoting for forward contracts is somewhat 
unusual: instead of giving simple figures, like $4.90J and 
105.40J francs to £1, the method employed is to quote so much 
discount or so much\,premium compared <vith the spot figures. 
Thus on 21 January 1937 we find the following quotations: ’ 

Spot : New York $4.90|-4.90|. 

Paris frs. 105-/^-105x%. 

Forward : New York 1 month, premium. 

2 months, premium. 

3 months, x4-|!2 premium. 

Paris . 1 month, frs. discount. 

2 months, l/e-ltV frs. discount. 

3 months, If-li-f frs. discount. 

Thus, if Dr. Coot, being very well informed' decides to 
speculate on a rise in the dollar, he buys dollars, say £100,000 
worthr three months forward, hoping that by the time he comes 
to pay for them he will be able to sell them spot for more than 
he agreed to pay for them. Now spot dollars are 4.90J-4.90| : 
that means that the 'dealers will sell to him at 4.90^ and buy 
from him at 4.90|-; the difference in favour of the dealers 
between these two figures represents the margin from which 
they make their profits. The three months premium is 
We subtract the at from 4.90^ leaving 4.89x%; this is the 
price Coot can buy at to-day for delivery and payment three 
months hence. Thus his £100,000:. realise?. $489,562.50. On 
the other hand, if he had been a seller three months fcrward 
for the same amount,'^ the rate at which the market would 
have bought from him would have been $4.90J less |-9, 

' t, c ^ The Economist, 23 January 1937, page 210. 
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• which equals $4.90|; thus he would have contracted to provide 
some dealer with !1)490,750 three montiis hence in exchange 
for £100,000. • 

It may seem rather surprising that we subtract the premium 
from, and, conversely, add the discount to, spot quotations. 
But if we think carefully, this is aU right: for a discount on 
forward francs evidently means that francs three montfaHience 
are now reckoned to be worth less than francs to-day; the 
more francs we get for a poudd, the less they are worth; so, 
to make the three months quotatioa lower than spot, we must 
add the discount on. Contrariwise, the fewer dollars we get 
for a pound, the more they are worth; the premium indicates 
higher value, »so we subtract the premium to show fewer 
dollars and cents foj; our £1 three months hence. 

A premium is also known as “ under ^ot ”, and a discount 
as “8ver spot”; thus we can say one months dollars were 
J-iF under spot, and two months francs li'a-l-A (jver spot on 
21 January 1937. (Notice that if forwards are at a premium, 
we put the larger of the two fractions fir«t, and if they are at 
a discount, we put the smaller fraction first.) 

The method of quoting forward rates arises from the fact 
that the whole purpose of the forward rates is to give a 
comparison with spot rates : if, instead of quoting two months 
dollars as (premkim),^ dealers had told us that the rates 
were 4.8’9J-4.90x\-, we should have had to enquire as well 
what the spot rates were.^ 

A forward exchange market is a highly specialised type 
of dealing, and one which is little understood »'Outsi3e the 
banks and smaller dealere who compose the market. It is the 
sort of institution which is to be lound only in the most highly 
developed financial centres, so that no 'Surprise will be felt 
that the London forward market is far in advance of otliers, 
both in*the volume of its transactions and in the attractiveness 
of the rates quoted in it; tl^t is, the buying and selling rates 
are closer than elsewhere. 

Now what are the factors governing the forward exchange 
rates? Or, to put,the question a little differently, why should 

m 

^ The fast that the larger figure was said first would tell us that it was 
a premium. ♦ 

®This point will become clearer when double transactions have h€m 
dealt witii later in this section. 
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forward rates diverge from spot ones? Let us consider a time 
like the present one, which we may describe as one of toler- 
able exchange stability with large and sudden movements still 
regarded as possible; there is not the old attitude of pre-war 
confidence, which would have regarded 5% -10% movements 
of th^ exchange rates as “ aberrant, scandalous and avoid- 
able ’ , lieither is there prevalent the immediate post-war feel- 
ing that anything might easily happen at any time without 
warning. We are between these two extremes, and in such 
circumstances the incidence of commercial demand plays a 
part, though by no means a decisive one, in fixing forward 
rates. For instance, suppose that Lancashire dealefs are fix- 
ing large contracts with American cotton sh%)pers for the 
bulk of the American cotton coming to this country, for 
delivery three months later: Lancashire brokers will buy 
dollars three months forward; (that is not a speculative opera- 
tion; it is speculative not to cover in this manner). At this 
time it happens that there are noticeably fewer enquiries by 
Americans for sterling tliree months forward; that is to say, 
there is a large balance of forward dollar buying; this tends 
to push three months dollars to a premium. 

Now watch the arbitrageur at work ! ^He perceives dollars 
at 10^: premium: he therefore sells dollars three months for- 
ward and buys the same amount spot. Say the r^te is $5 
spot, and tlierefore $4.90 three months forward: he contracts 
to sell $490,000 'and buys $500,000; the latter cost him 
£100,000. When the three months has passed, he hands over 
$490,0'i50 from his New York balance and gets back his 
£100,000; and he is left with $10,000 in New York, or about 
£2,000; and this amount of clear profit, earned (without any 
exchange risk) in three months, is equivalent to interest at 
8% per annum — a handsome figure. In addition, the 
arbitrageur has had a balance of $500,000 in New York in his 
possession, and that will have beei\ used to eani interest. Thus 
the arbitrageur operates to bring the spot and forward rates 
together : by selling forward dollars, he tended to send down 
their value, and by buying spot dollars he tended to increase 
their value. 

The limit to the operations of an arbitrageur^are twofold : 
ip the first place, the amount of funds at his disposal — indeed, 
the total fuads in the arbitrage market — are not inexhaustible. 
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I'his explains how, in times of great uncertainly, these extra- 
ordinary margins come about: a discount or premium equiva- 
lent to 8% per annum is by no means unknown, though wc 
are taking an imaginative, and not a likely, example when 
we suppose a lO^i premium on three months dollars at a time 
like the present. 

We might expect that, if the arbitrageurs had not enough 
funds to equilibrate the spot *and forward rates of ail the 
various currencies (without involvii^ any exchange risk), that 
the public would come in and do it for them. But the fonvard 
exchange 'market is a close affair: its members deal among 
themselves or ^ith known merchants covering future commit- 
ments, but not with^a member of the public espying a very 
sound and certain profit. Indeed, in the smaller financial 
centres, the forward market is little better* than a ring, in com- 
pact to maintain a somewhat wide margin between Jjuying and 
selling rates; this can prove a powerful negative force permit- 
ting variations of forward from spot rates.. 

In the seedhd place, a limit is provided to the scope of 
arbitrage by the smallness of the margin between forward and 
spot: if we find thre^ months dollars at -J0 discount on a spot 
rate of $5, that is equivalent to only f % per annum, which 
is not enough to warrant the transaction in times like the 
present, i^hen better use can be foimd for the money. We 
may find ths forward rates exactly at par .(exactly equal to 
spot rates), as the Dutch rates were on 21 January 1937. 

In times like the present, there are some foreig» cun'Sneies 
whose forward rates are determined by the above considera- 
tions, and by “ interest differentiqjs ”, which will be described 
in a moment. The dollar is typical of these steady currencies. 
Other currencies are largely governed by speculative transac- 
tions, that is, forward selling without any spot buying, or 
forward buying-without spot sales as covering. Some cur- 
rencies’ forward rates are so* governed most* of the time, and 
most forward rates are so governed some of the time. 

M. Francois, having heard that the French Treasury will 
have ^ borrow heavily from the Banque de France (an infla- 
tionary action) during the coming quarter, feels sure that the 
franc will fall,*and, having no ready money available, he sell^ 
francs tljree months forward — ^very convenient for a speculator,, 
for he does not require any money liptil the end ^ the tflree 
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months; and if francs do fall, he does not really need it then. 
Of course, f?ancs may in fact go up by reason of unforesee- 
able inffuences; then he loses. But these forward speculators 
have a habit of being right; as a rule, a currency goes the way 
the forward rates suggest. To this point we shall return at 
the end* of the section. 

Furthermore, there are the Exchange Equalisation Funds : 
the British one never operates" in the forward market — ^never 
yet. The French one doestdo; the others may do. It is under- 
stood that the others will do so if they see a useful purpose 
in it, and probably some of them have done so, rather 
tentatively, already; they keep their operatiojis secret, and 
sound information on the subject is not .plentiful. 

We mentioned the “ interest differential ” as an influence in 
the forward market. In very quiet times, especially when the 
rigid gold standard is firmly established, the difference between 
short-term interest rates in one centre and those in another 
(which is what the mterest differential means)_is usually the 
chief factor governing forward rates. If short-term rates were 
2% in England and 4% in America, it would clearly be better 
to have funds in America and earn the higher rate. Even with 
the gold standard assured, some variation in spot rates occurs, 
and the arbitrageur does not have to-leave his position un- 
covered. But to take advantage of the higher New Ybrk rates, 
everyone in the London market wants to buy spot and sell 
forward, so as to have a dollar balance for the interim; this 
can be used to buy (say) United States treasury bonds dis- 
counted at 4%. But ‘if all the market is trying to buy dollars 
spot and sell forward, that drives the spot rate up and the 
forward rate to a discount; thus the discount on forward 
dollars represents the reward to those people who consent to 
hold funds in London, where less can be earned. 

When the rigjd gold standard is assured, the merchant 
having commitments in foreign currencies has little to worry 
about : the rate may move fractionally against him, but, unless 
he is dealing in very large quantises of foreign merchandise 
with a very small percentage of profit off his turnover, the 
small movement of the exchange rate will not seriously affect 
^is profits. And it may, equally, add something to, instead 
of detracting from. them. But it is otherwise in times,^uch as 
we have experienced during the last five years. 
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For instance, a French manufacturer runs his factory on 
coal imported from England. His order booknis full for six 
months: that is to say, he has contracted to sell* products 
whose manufacture will occupy the factory for the coming six 
months; in costing these future products, he has included in 
his calculations £1,000 worth of coal to be delivered »nd paid 
for in a month’s time. The preseht exchange rate is 80 francs 
to £1, so he has included 80X)00 francs in his costs; he has 
omitted to cover by buying £^,000 one month forward. 
During this fatal month, the franc falls to 100 to £1, perhaps 
because ‘France goes off the gold standard or devalues her 
currency. Tljus, what he included as 80,000 francs, actually 
costs him 100,000 francs — a loss of 20,000 francs, which will 
eat away a substant'Sal part of his profits. 

ki some sorts of business, a 10% movement of the 
exchanges may easily mean ruin to a merchant who has not 
covered himself in the forward market. But if lie covers, he 
is safe. Thus we might expect great aptivity in the forward 
market in tihnes of somewhat severe currency fluctuation. 
Yet, in fact, it is just in those times that the forward markets 
break down, and dealing comes to a standstill. (Hence the 
severe effect of exchange fluctuations on international trade.) 
It is not easy to see ^hy this takes place. It is customary to 
speak Of no exchange risk existing in a double transaction; 
but, lookiitg at the matter from the pojnt of view of the 
exchange dealer, there is risk, and plenty of it, if his customer 
fails to fulfil the forward contract.. And times of dislocation, 
such as to produce acute exchange fluctuation, are the times 
when customers, normally regarded as sound, suddenly col- 
lapse without warning. Again, the market will be anxious to 
limit irresponsible (non-professional) speculation, so that im-' 
wonted customers are looked upon with suspicion as specula- 
tors parading* as merchants, and the facilities of forward 
dealing are frequently refused to them. 

Yet, when these things are said, it still seems that the 
forward market shrinks unnecessarily in unsettled times. Per- 
hapjp-and this is* a mere'^uess by the present writer, possess- 
ing no actual contact with the market* compiling facts second- 
hand from other people’s workS' — perhaps the dealers’ ner- 
vousness arises from some half-conscious fear of their balan&s 
abroad being impounded, and even the transfer of th»se to 
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months; and if francs do fall, he does not really need it then. 
. Of course, francs may in fact go up by reason of unforesee- 
able infraences; then he loses. But these forward speculators 
have a habit of being right; as a rule, a currency goes the way 
the fojward rates suggest. To this point we shall return at 
the end- of the section. 

Furthermore, there are the Exchange Equalisation Funds : 
the British one never operates' in the forward market — ^never 
yet. The French one doescdo; the others may do. It is under- 
stood that the others will do so if they see a useful purpose 
in it, and probably some of them have done so, rather 
tentatively, already; they keep their operations secret, and 
sound information on the subject is not .plentiful. 

We mentioned thg “ interest differential ” as an influence in 
the forward market. In very quiet times, especially when the 
rigid gold standard is firmly established, the difference between 
short-term interest rates in one centre and those in another 
(which is what the interest differential means) is usually the 
chief factor governing forward rates. If short-tenn rates were 
2% in England and 4% in America, it would clearly be better 
to have funds in America and earn the higher rate. Even with 
the gold standard assured, some variation in spot rates occurs, 
and the arbitrageur does not have to -leave his position un- 
covered. But to take advantage of the higher New York rates, 
everyone in the London market wants to buy spot and sell 
forward, so as to have a dollar balance for the interim; this 
can be used to buy (saj^ United States treasury bonds dis- 
counted at 4%. But ’if aU the market is trying to buy dollars 
spot and sell forward, that 4rives the spot rate up and the 
forward rate to a discount; thus the discount on forward 
dollars represents the reward to those people who consent to 
hold funds in London, where less can be earned. 

When the rigid gold standard is assured, the merchant 
having commitments in foreign currencies has little to worry 
about: the rate may move fractionally against him, but, unless 
he is dealing in very large quantilges of foreign merchandise 
with a very small percentage of profit on his turnover, the 
small movement of the exchange rate will not seriously affect 
llis profits. And it may, equally, add somethilig to, instead 
pf detracting from, them. But it is otherwise in times..:such as 
we have experienced during the last five years. 
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For instance, a French manufacturer runs his factory on 
coal imported from England. His order book is full for six 
months: that is to say, he has contracted to sell» products 
whose manufacture will occupy the factory for the coming sbc 
months; in costing these future products, he has included in 
his calculations £1,000 worth of coal to be delivered s?ad paid 
for in a month’s time. The preseht exchange rate is 80 francs 
to £1, so he has included SOjOOO francs in his costs; he has 
omitted to cover by buying £!^000 one month forward. 
During this fatal month, the franc falls to 100 to £1, perhaps 
because ‘France goes off the gold standard or devalues her 
currency. Tl^us, what he included as 80,000 francs, actually 
costs him 100,000 francs — a loss of 20,000 francs, which will 
eat away a substantial part of his profits. 

fei some sorts of business, a 10% • movement of the 
exchanges may easily mean ruin to a merchant who has not 
covered himself in the forward market. But if Se covers, he 
is safe. Thus we might expect great aptivity in the forward 
market in tilhes of somewhat severe currency fluctuation. 
Yet, in fact, it is just in those times that the forward markets 
.break down, and dealing comes to a standstill. (Hence the 
severe effect of exchange fluctuations on international trade.) 
It is not easy to see ^hy this takes place. It is customary to 
speak c!f no exchange risk existing in a double transaction; 
but, lookiitg at the matter from the pojnt of view of the 
exchange dealer, there is risk, and plenty of it, if his customer 
fails to fulfil the forward contract.* And times o| dislocation, 
such as to produce acute exchange fluctuation, are the times 
when customers, normally regarded as sound, suddenly col- 
lapse without warning. Again, the market will be anxious to 
limit irresponsible (non-professional) speculation, so that un-* 
wonted customers are looked upon with suspicion as specula- 
tors parading* as merchants, and the facilities of forward 
dealing are frequently refused to them. 

Yet, when these things are said, it still seems that the 
forward market shrinks unnecessarily in unsettled times. Per- 
haps— and this is* a mere'^uess by the present writer, possess- 
ing no actual contact with the market, compiling facts second- 
hand from other people’s works — perhaps the dealers’ ner- 
vousness arises from some half-conscious fear of their balances 
abroad being impounded, and even the transfer of th«se \o 
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another person of the same nationality being forbidden. If 
this should form a part of the proper explanation, it may be 
said that®the possibilities envisaged carry a weight dispropor- 
tionate to the likelihood of their realisation. 

Lastly, tliere is the question of whether forward dealing 
is desii&ble. In general, it^is; it helps to modify fluctuations 
which would be greater without it. The strictly arbitrage 
section, the effect of which is to bring spot and forward rates 
together, has a smoothing effect distinctly beneficial. The help 
given thereby to merchants doing international trade is great, 
and might, apparently, be greater than it is. And when the 
speculator moves a forward rate to a premiurcuor a discount 
by his operations, the fact that he is usually right justifies 
him : he too helps to eliminate sharp fluctuations, whose power 
for evil is proportional to their suddenness. 

But to the last proposition, concerning the speculator, a 
proviso must be added, and it is a very important one. 
Speculators on the foreign exchanges (spot or forward) have 
the peculiarity that they may, in certain circumstances, tend 
to bring about the event they fear — or hope for! The wicked 
speculator is no mere invention of the sensational press. We 
know that if shares are bid up too high, or pushed down too 
low, on the stock exchange, they come hack within a relatively 
short time: if the shares of a shipping company are sold as 
the result of a false rumour, the ships go on runnmg just the 
same, and the prospect of normal profits brings someone, 
probably the professionals, in to buy the shares at the 
advantageous price. 

But consider a case of this sort: the French government is 
more or less in straits for money, as usual; it contemplates 
floating a large internal loan; the speculators then gather 
together and sell francs for all (and much more than all) they 
are worth; the franc falls precipitously. Are French capitalists 
going to invest in the prospective loan? Clearly not : invest- 
ment abroad will be safer if the franc .is so untrustworthy. 
Thus the floating of the loan is put off; perhaps the government 
falls. But money must be had from someVhere. If a.~Ioan 
is impossible, where can it come from? Only one place: the 
Banque de France. But government borrowflig from the 
central bank is inflationary, tending to raise the pric<e-level, 
and therefore to depress the exchanges. In other words, the 
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faU of the franc, which was artificial to start with, has forced 
the government to act in such a way that a lower ievel becomes 
appropriate. The speculators win — to the detriment ^f France. 

This is no hypothetical case, but a real one, a grizzly 
business, mixed up with politics of no very reputable order. 
But there is reason to hope that methods are now avaij,able for 
frustrating such operations. In the first place, there are the 
vast resources of the French* Exchange Equalisation Fund, 
part of whose purpose is to prevei^t the evU effects of specula- 
tion. Indeed, speculators were caught (“ squeezed ”) as a result 
of authoritarian action long before the Fund existed. And, in 
the second p^ace, there is the agreement, formulated among 
the Exchange Funds in September 1936, when the Gold Bloc 
fell, to co-operate in eliminating unnecessary fluctuations. If 
theip combined skill and resources are nDt enough to ward off 
the danger from speculators, then we had better return to the 
days of barter! ' 

§ni 

The case for and the case against the gold standard: the 
irrelevance of gold resources. Any international standard. 
The short run; an^ the long run. What sort of a world? 
Intefnational indebtedness on long and short term; frozen 
assets. 'Can we do without internationaljending? Seasonal 
movements. 

Scattered throughout, the foregoing chapters are threads of 
arguments for or against the gold standard, which it will be 
convenient now to gather together. W® shall examine the 
matter again from the broader angle of monetary policy in ‘ 
Chapter XVI. 

We may b^in by examining an argument of which much 
was heard during the difficult years immediately preceding the 
abandonment of the^gold standard by Great Britain and other 
countries in 1931, namely, that there was not enough gold. It 
foll(^ed from thsst premi^ that there was, so long as the pro- 
portion of gold to currency could not alter significantly, not 
enough currency, and therefore that the aggregate resources of 
mean^of payment was deficient. Whatever merit there may 
have been in that argument, and its value was certainly ^udS- 
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tionable even then, it is quite irrelevant to the present position. 
By common agreement among themselves, the central banks of 
the important countries can simultaneously devalue all their 
currencies by an equivalent margin: for instance, with the 
present price of gold at $35 and (say) 142/- per fine ounce 
(giving «an exchange rate around $4.90 = £1), it would be pos- 
sible to devalue, let us suppdse, by 10%, raising the American 
price to $38.50 and the British" one to 156/2id. This leaves 
the doUar-pound exchange jate undisturbed, and sends up the 
value of both countries’ gold stocks by 10%. If the leading 
countries act in co-operation (and smaller countries will follow 
their lead), there is no reason why they shoul4.not write up 
the value of their gold stocks by any percentage they want. 
They can make the same bar of English stendard gold, weigh- 
ing 400 ounces, now" worth about £2,600, increase in ralue 
to £3,000, or to £10,000 if they wish; to bring its value down 
to £1,000 or even to £2,000 might be very inconvenient; but 
there is no difficulty qbout raising it. 

Now when it was contended that there w& not enough 
gold, the argument did not mean that there were not enough 
ounces of gold in existence; that does not matter; the argument 
meant that the aggregate value of monetary gold stocks was 
not large enough. Thus, if the value ot aggregate gold stocks 
can be altered in the manner described, there exists' no fear 
of a gold shortage.^ * 

Clearly, it always has been possible to write up the value 
of goldsstocks; the difference between the present time and the 
period before the financial crisis of 1§31 is this; now, central 
banks are quite prepared to toke steps of this sort; in 1931, 
they were not; indeed, at that time, the financially orthodox 
" regarded such things as wrong almost in a moral sense. Now, 
too, they have agreed (September 1936) to co-operate; before, 
they pursued separate, and often antagonistic, 9 ,policies. The 
co-operative policy' would be brought into play for just such 
a step as equivalent and simultaneous devaluation. 

There used to be a variation of the gold shortage argument, 
alleging that there was “ maldistribmion ” ofigold; that is,.that 
some countries (notably ihe United States and France) had too 
much and others too little. A far sounder argument than the 
geld famine proposition, it is no longer a sound objection, to the 
gold, standard. The stocks can be written up all round, if the 
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piling up of gold in one or two centres threatens others with 
shortage. In any case, the co-operation agreement of Septem- 
ber 1936 made arrangements for the transfer of*gold reserves 
from one central bank to another, a provision which* we have 
described as the establishment of the gold reserve standard. 
So long as this provision is in force, there is no need for any 
maldistribution to occur. As an argument against tH^ earlier 
forms of the gold standard, .the maldistribution contention 
retains somewhat serious force. 

What are we really discussing \^hen we talk about the gold 
standard^ We are considering the merits and defects of an 
international standard; it does not really matter that the 
standard in qiJestion is gold; if the only purpose of the reserves 
is to be used as international counters, handed round from time 
to tiine among the ‘central banks, the reserve might be com- 
posed just as well of lumps of lead stamped with particular 
marks, or of notes of the Bank for International ^Settlements* 
for that matter. 

The days when gold gave security against internal deprecia- 
tion of a currency belong to the past. The only purpose of a 
standard nowadays is to prevent external depreciation. Thus, 
when we speak of the gold standard, we are really discussing 
whether we want the pound, dollar, etc., to be rigidly stable 
in terms of all currenSies. 

What, then, are the merits of stable exchanges? Stable 
exchanges facilitate international trade and lending. And the 
drawback of stable exchanges is that the financial policy re- 
quired to maintain them may keep a large number of men 
unemployed, entailing the direct economic loss of the output 
which they might have produced, and a social loss, which 
most people estimate as the more serious,’ through the degrada- ... 
tion of. those unable to find work. 

It is very ^nticing to say that we cannot begin to think 
about stable exchanges aintU all our ■ unemplo 5 mient is 
absorbed. Naturally, everyone wants unemployment to dis- 
appear, but when we realise that the worst unemplo 3 ntnent 
persists in the Bepressed (or so-called Special) Areas, and 
that’^hese are the districts where our _great volume of exports 
used to be psoduced, then we perceive that the problem is not 
so simjile. « 

^ See Chapter XV, Section 3. ^ 
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There is no doubt that the best way of bettering the 
Depressed Areas is, in the short run, by increasing the volume 
of international trade. Probably we shall not be able to re- 
store it to its pre-depression level, whatever we do; but we 
can, given international peace, do something. 

But we will put forward this argument: that we can get 
our short-run increase in international trade without estab- 
lishing any more rigid form of the gold standard than we 
possess at present. Even if one country does have to devalue 
by a moderate margin (say'" about 10%) from time to time, the 
development of the forward exchange market, which would 
not be difficult in somewhat quiet times, should provide 
sufficiently simple technical security for a greatly enhanced 
volume of international dealing in goods.; At the same time, 
we should not be faced with the necessity of keeping a n?411ion 
or more in idleness for fear that the gold standard would 
have to be abandoned as a result of steps taken to re-employ 
them. 

If we take a longer view, profound philosophical questions 
arise. In the long run, we can cure the Depressed Areas by 
the slow process of transferring the coming generations to 
other districts; we need not even do very much about it, for 
they will transfer themselves, given time. Thus, we need not 
for ever look askance at England’s new tariff as a contributing 
cause of such local misery; the ties and associations which 
keep masses of unemployed immobile in a derelict place will 
not beip strong enough to s^op future generations from seeking 
their fortunes elsewhere. ^ 

The gold standard, bringing stable exchanges, was an 
integral part of the^ nineteenth century liberal philosophy. 

- The standard of life rose at an unprecedented pace during the 
period when those ideas were being put into practice,^and it 
is still true that international trade, the geographical division 
of labour, would permit of higher standards than isolated 
national self-sufficiency can yield. In any case, we ourselves 
must have some international trade, for, even in the further 
future, we cannot foresee a time i^hen Britain will be,rSelf- 
supporting in food supplies. 

But perhaps we prefer an autarchic world, of»one wherein 
trade between nations is redue^, at least, to a scantyr.neces- 
sary minimiKn; perhaps, even if we want more international 
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trade, the fear of war, or the propaganda of p^oliticians, will 
persuade us to live unto ourselves. In that case, we shall not 
bother about the foreign exchanges; full employment will be 
our criterion, and it must be remembered that it is a very 
excellent criterion to have as a guide to monetary policy. Yet 
we must remember, too, that it* is not just “ employment ” 
pure and simple that we seek; we want employment at a 
reasonable standard of life; to take an extreme example, we 
could easily employ everyone by stopping imports,, of food, 
but whether they could scratch from the soil enough to keep 
themselves alive is doubtful. 

International lending is more sensitive than international 
trade to stability in* the exchange market. In a period of great 
exchange fluctuation, international lending is extremely diffi- 
cult, and it used to be customary to advocate the old gold 
bullion standard as the only condition permitting such capital 
transactions between nations. But surely it is no more than a 
debating device to advocate the gold Isullion standard as the 
only method of avoiding extreme fluctuations! No extreme 
fluctuations need be looked for under the present semi-gold 
standard condition^ (the gold reserve standard). If we have 
moderately stable conditions, disturbed now and again by 
devaluations of middling size, what would the effects be?^ 
The most Sensitive section of international lending is the short- 
term fund, a mass of liquid assets, owned by persons of sundry 
nationalities, who prefer their resqprces to be held now in one 
currency and now in anpther according to the current prospects. 
In the days of the gold circulation standard, London found it 
very convenient to attract sucfi money , by Ba^k rate changes, 
though other centres did not find the technique so simple.^ 
Those days are gone, but the fluidity of the short-term funds 
has continueck moved now by fear rather than the reward from 
interest differences. Indeed, the fluidity* of these funds has 
proved a menace, and they will never form an essential part of 
gold standard mechanism again. It might be argued that the 
grater rigidity bf the gbld bullion standard would have the 
desirable effect of stopping such funds being so mobile. English 
and American bankers lent great sums on short term to 

^ We need not consider fluctuations due to war, becau^ no sort of gold 
standard would survive outbreak war; and internationar lending 
between private persons^ and corporations would cease anyhow. 
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Germany before 1931, because no one would lend to Germany 
on long term;*when the financial crisis came, they were faced 
with the prospect of leaving their funds there, or taking what 
they could get for them, since the German debtors could in 
no wise pay back in foreign currencies all they had borrowed. 
Such mfefortunes as these tnight be avoided, it could be 
argued, because more money wpuld be invested at long term 
v/ith the greater stability which an assured gold bullion 
standard would give. 

Now we shall not try to attribute the losses suffered by 
the bankers on these “frozen” assets to the gold sfandard; 
they were due to special causes connected with Geonany’s post- 
war monetary di ffi culties. It is perfectly true that international 
lending would be more hazardous with exchange parities ^not 
considered to be unalterable. Short-term funds may welfbe 
more mobiIes.but if we are going to look upon this as a draw- 
back and not as a virtue, there is a more effective remedy at 
hand than the rigid fixing of the exchanges. Fof it is one of 
the most impdrtant functions of the Exchange Equalisation 
Funds to counter sudden speculative movements : what specu- 
lators seU, they buy, and this neutralises^ the effect of the 
speculation on the exchange rates. 

If, on the other hand, it is argued that movements of short- 
term funds might still be desirable, there again the Funds 
come in, for they can sell securities if it is necessary to raise 
interest rates in a certain centre, or buy them to lower interest 
rates. ' 

But even if short-term lending no longer has the significance 
which it Once had, there remains long-term lending. The 
^Argentine would not have had its railways built so early, for 
Instance, and countless enterprises would not have been 
started in “ new ” countries, without the provision of capital 
by the old, developed countries. The loss from flot exploiting 
the resources which have been ma5e productive in this way 
would have been enormous. And there is still large oppor- 
tunity for new enterprise in backward^places. ^ All these things 
are true. But it must be emphasised that long-term lending 
abroad is not going to yteld the rewards in the future which 
it reaped in the past: the scale upon which it can still take 
plgpe usefully is by no means so great as during the lasr cen- 
tury; the econSmic advancement of the cpuntries of the world 
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is by far more equal than it was fifty or a hundred years ago. 
The “ vast, undeveloped areas ” are not what they were. By 
not developing them at all, we are not going to lostf anything 
comparable with what the nineteenth century would have lost 
by prohibiting international lending. 

It need not be supposed, indeed, that some instability of 
the foreign exchanges would^ preclude international lending 
altogether. It would no doubt diminish the volume somewhat, 
and some will regard this as a grievous fault. Others will be 
consoled, perhaps, by the thought that less international fric- 
tions ma*y be engendered. Concerning a considerable proportion 
of international loans and investments, political considerations 
outweigh economic.ones in the lending country, doubtless such 
lending will not be’ deterred by the fear, of moderate exchange 
instability; whether such lending ought to be considered desir- 
able, however, will depend largely upon the nationality of the 
person considering the question. 

The wholp question of lending among nations is too large 
to examine in detail in the present book. We may say, in 
broad terms, that some flexibility in the exchanges would bring 
about no decisively»evil effect in this connection. 

Finally, we may dismiss a minor argument sometimes put 
forward in support o§ the rigid gold standard. Currencies are 
subject to leasonal pressure arising from the fact that a very 
large balance of external payments is concentrated within a 
few weeks of the year. This tendency is less marked than 
formerly on account of the greater number of^ sources now 
supplying the important articles of international trade, and 
because the aggregate volunne of international trade has 
declined. Such seasonal pressure as remains can be met with-^ 
out establishing the full gold bullion standard for the purpose: ' 
the movements are well within the capacity of Exchange 
Equalisation Accounts to counteract, and no evil effect is to be 
expected from such use of the Funds’ resources. 

Without going into the matter very deeply, then, we have 
reached the conc|usion tl^t the present semi-gold-standard con- 
dittens have great virtues : our gold reserve standard possesses 
in large degree the virtues of the gdld bullion standard, and 
is free frorn its decisive defect, namely, the necessity of pur- 
suing* a monetary policy entailing large scale unemployment, 
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Inflation. 

(/■) Inflation defined. Metallic inflation: gold discoveries. 

I Are two metals more stable .than one? Inflation and 
population: the Black Death. 

^i) Paper inflafion: inflation of paper money by the state. 
Inflation by banks. Inherent instability of credit. 
Crises. * 

(i) From lime to time, we have merftioned the word infla- 
tion in earlier chapters, without stopping to define precisely 
what we mean. It will be agreed that such a rise of prices 
as that during the/Sreat War was due to inflation, and also 
that the word has an evil flavour to it. Yet a precise idea of 
what thp term is supposed to mean is very hard to find, and 
it is frequeptly employed in a loose and careless manner. 

If we think of the theoretical discussions of Chapters VII 
and VIII, however, it should be possible to state the matter 
clearly. We shall not regard uny’rise of prices* as inflation; 
in particular, we shaU* exclude a slow and moderate rise 
coming after severe depression* If prices are rising in such 
a way that, when full (voluntary) employment'is reached, the , 
rise ceases and general stability, or a very slow fall (due to 
improvements and inventions) occurs, then we can describe the 
rise as reflati(?nary. If thg value of money is falling (prices 
are rising) when emplo5anent is full, we shall have no hesita- 
tion in describing this state of affairs as inflation. But this 
is not the only qjise: if,^while there is still considerable un- 
employment, prices are rising at such a speed that a crisis will 
occur if the^ rise is curtailed, when fnot before) full employ- 
ment and maximum output are reached, that, too, is inflation. 

BSsides being applied to general prices, inflation can ako 
be said to occur in particular organs;, of the economic “body. 
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There can be inflation of profits, such that the economic 
optimum (fuU; employment and maximum output) is reached 
after a depression without a rise of general prices, which, 
nevertheless, is boimd to occur after the optimum is reached; 
profits might also become inflated if prices remained constant, 
with economic activity constant at the maximum, while costs 
were falSng as a result of inventions and improvements in pro- 
duction. An inflation of profits may be identified with Mr. 
Keynes’s Q being positive^ in a state of full employment. 

We can also speak of an'^inflation of capital-goods, meaning 
the condition in which their prices are so high that^more of 
them are being currently produced than can be used at a 
profit. Inflation of wages (which has hardly' ever existed) 
would indicate fuU employment with profitSrat less than normal. 

It follows from the preceding remarks that any sort of a 
monetary system can yield inflation : ^ even the quantity of 
money were" fixed, its velocity of circulation might increase, 
so causing a general advance of prices. It may be emphasised 
here that inflation is rare, for we have defined the word in 
relation to full employment; that is, a state wherein involun- 
tary unemployment (other than transitional unemployment) is 
absent. And the outstanding economic characteristic of the 
modem state is chronic unemplojment.. 

With a monetary system consisting entirely of gold pieces 
in circulation, it would be possible to have inflation; this may 
be called metallic inflation. It would occur almost certainly 
if stocks of gold were sma^, and large new supplies were dis- 
covered. We shall quote examples of, this in the next chapter. 

Not so obvious is the case ^wherein the velocity of metallic 
money is increased. , The tiax of invasion in a primitive 
country might lead border folk to bury their treasure against 
the evil day; if war were averted after a long interval qf sus- 
pense, a noticeable increase in the velocity of ciKculation might 
well occur, resulting in the resumed sale of goods at their 
“ proper ” prices. An occurrence of a slightly different nature 
resulted from the fall of the Persian Enipire, for Alexander 
the Great put into circulation thS great 'golden hoani. of 
Darius III. 

See Chapter VII, Section 2 and (especially subsection iii of) Section 3, 
^.^When we write the one word, inflation, without qualification,^!! will 
signify ^’nflation Of the general price-level. 
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We can see now the origin of the argument, put forward 
by* bimetallists, that two metals are more stable than one. It 
might well be true, and it might be very important — ^for a 
nation of long ago. Early in the world’s history, hoVever, the 
stock of bullion was so small that changes in supply, if large, 
might have required a change in the ratio of exchange between 
the metals. (There was a period in the earliest history of 
Egypt, for instance, when silver was more valuable than gold.) 
If, then, there were a double standard, great dislocation might 
result: whether the dislocation arising from a change in the 
established ratio would be greater than that resulting from a 
large increase in supply of the one standard metal must remain 
an open question. The period when bimetallism, if properly 
understood, would <have been superior to gold monometallism 
lies^between the earliest days of history and the present time, 
but it would involve too great detail to examine this matter. 

We should notice that general inflation caa occur as a 
result of population changes: if population increases rapidly, 
while the aggregate of money remains Stable, the consequent 
rise in the velocity , of circulation is likely to* outweigh the 
countervailing decrease in the volume of money per head; 
further, a rapid increase of population is likely to increase 
output less than proportionately — another factor tending to 
raise prices. • 

To spesjc of a slow fall of population is not easy, for this has 
seldom occurred, whilst the effects of a slow rise are usually 
obscured by changes in the volume of money. 

There are, however, a few examples of a trapid* fall of 
population, notably th^ resulting from the Black Death, the 
terrible bubonic plague which swept over Europe in the middle 
of the fourteenth centuiy. Whilst the statistics'are little better 
than guesses, perhaps it is true that some two-fifths to a half 
of thfc population of England perished; thus the volume of 
money per head was roughly doubled. .If we think of the 
matter in terms of Prof. Irving Fisher’s equation, MV=PT,’ 
we can say that M remained constant; V perhaps advanced, but 
we can neglect tlje chan^ in this term; T decreased, perhaps 
norby 50%, but still by a very large proportion. Thus we 
should exp^t P approximately to h&ve doubled. In fact, it 
certainly did not do so at first, and the ultimate effects wgre 
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somewhat obscured. But this examination does explain satis- 
factorily the sudden and tremendous rise in one important class 
of prices, naniely, wages. Indeed, the period immediately suc- 
ceeding the Black Death furnishes almost the pnly known 
example of an inflation of wages. The general inflation did 
come, but it lagged somewhat long behind the rise of wages, 
thereby (Aangiag the comrse of history ! 

(ii) The more familiar forms of inflation are those result- 
ing from the excessive iss'ie of paper (or deposit) money, 
either on the part of the state, or by the banks. It has usually 
been the exigencies of war which have forced the '’state to 
inflate. The simplest method is to print notes which are 
made legal tender. So long as the people ,will accept them in 
payment, the printing-press provides the government with a 
supply of money wherewith to pay for its extraordinary 
requirement^. It is the fact that the expenses (of paying the 
military forces, providing armaments, munitions, provisions, 
transport, and perhaps subsidies to allies) are extraordinary that 
forces the go’('ernment to inflate; ordinary revenue cannot be 
increased in time, and borrowing from the public and the banks 
on the scale necessary can usually be dctqe only after some 
measure of inflation has taken place. 

Instead of printing notes, the government can borrow from 
the central bank, whose liabilities constitute the basis of the 
credit system. It can borrow notes or it can borrow deposits; 
it makes no difference which. Let us consider how these 
borrowings raise the level of prices; the government pays, for 
example, £10,000 to an army supplies contractor by cheque on 
the central bank; the contractor pays the cheque into his joint- 
stock bank; the central bank changes the sum of £10,000 from 
"the balance of the government to the balance of the joint- 
stock bank; the joint-stock bank adds £10,000 to its liahilities 
(to the contractor’s, credit balance) and £10,000'^' cash to its 
assets; but that disturbs its cash ritio; if its ordinary ratio is 
one of cash to ten of deposits, it is in a position to lend £90,000 
— not £100,000, for it has already added £10,000 to the deposit 
of the contractor. Very likely this £90,000 Mi be lent tcKhe 
government; if the bank "buys treasury bills, that is lending to 

^ “ Member ’* banks count deposits at the central bank as equivalent to 
currency in their tills, since they can withdraw such deposits in tho form 
o^*"currency. 
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•» the government, and so it is if long-dated war loan is bought 
• instead. 

The difference between printing notes and* government 
borrowing from the central bank is not great from th£ public’s 
point of view. If the loans are ever repaid or the notes with- 
drawn, the government gets the money to do this by taxing the 
people. ^ • 

Inflation by banks is a more subtle affair. The deposits 
standing to their customers’ credit form, in a country like Great 
Britain, the bulk Of the money used. And about half o! these 
deposits are the result of loans (advances) made to their 
customer^ by the banks themselves. Naturally, such loans are 
made at interest; indeed, they earn for the banks a higher rate 
of return than any gf their other assets do. It is easy to see, 
then, that the banks* want to lend as much as possible to their 
cust^mers;^ if they find themselves with currency to spare, 
they lend more freely. And they can induce theijr customers 
to borrow in three ways: in the first place, by accepting as 
collateral suclj, securities as they may have refused earlier on; 
secondly, by increasing the size of the loan given on securities 
already held by them; thirdly, by lowering the rate of interest 
on loans. , 

What we wanted to establish was the fact that banks have 
something to gain from expanding loans, and some power to 
do it. l^ow increased lending is what we called (in Chapter 
VIII, Section 2, subsection iii) a cumulative. process: the more 
the banks lend, the greater is the demand for loans; for their 
lending enhances prices and thei^fore profits,^ and* more 
people want to borrow to exploit the improved business con- 
ditions. Banks always want to*increase their loans, and, the 
more they do so, the more certain it is that tht increase will 
have to stop (and probably be reversed). This is what is 
meanfiby the inherent instability of credit. 

If banks Idtver their cash ratio, which is equivalent to an 
increase in currency from tfie point of view of ability to lend, 

^ Customers must, except in rare cases, provide security; they virtually 
pawn shares easily saleable on the stock exchange, government securities 
and^he like with th^ banks; it they, fail to repay their loans, the bank 
keeps the securities. * 

® Since profhs are the difference between selling prices and costs, and 
some elements costs (fixed charges and wages) do not rise so fast as 
general g)rices; and since the value of entrepreneurs’ stocks of goods gdls 



'''M 


AN INTRODUCTION TO MONEY 

they might generate an inflationary boom of this sort all by 
themselves. Usually, however, inflation results from the banks 
obtaining (literally) more cash. How, then, can all the banks, 
consider^ together, get more cash? One bank can sell some 
of its other securities, but that only adds to its deposit at the 
central bank at the expense of some other bank’s deposit there. 
The oiiy really important way in which more cash, which 
might form the basis of inflation, can be found, is by the 
central bank adding to its liabilities and so increasing the 
member banks’ deposits with it.‘ 

But a central bank is unlikely deliberately to^ engineer 
inflation, except in time of war, and then it will be doicg only 
what the government orders. Its own profits are a minor 
consideration; its duty is to control the monetary system to the 
best advantage of the whole country, and, whether it,, is a 
private institution owned by shareholders (like the Bank of 
England), or whether it belongs entirely to the government (like 
the central bank of Sweden, the Sveriges Riksbank), or whether 
the member banks siibscribed its capital (as they did for the 
twelve central banks of the United States, the Federal Reserve 
Banks), the central bank performs its difficult and all-important 
duty to the best of its ability. 

Nevertheless, a central bank may well “expand credit” 
(increase its liabilities) and, later on, have to contract them. 
Receiving gold from abroad, it may lower Bank 3;ate and buy 
securities, so putting member banks’ accounts in funds; prices 
begin to advance and it begins to lose gold; thereupon it sells 
securifies and puts up Balik rate. Member banks have thus 
lost currency and must contract theif loans and put up rates; 
they refuse to give new loans, and would-be borrowers are 
^ therefore unalfle to do the business they intended. But general 
market prices were only kept at the higher levels Sy the 
prospect of the business which cannot now be^don^ fof want 
of loans; so prices fall, and the faU of prices brings losses. K 
the' position really is inflationary, prices fall suddenly a long 
way; that brings bankruptcy; the only method of avoiding 
bankruptcy is to get a loan to tideirover ui^til markets go up 
again. But new loans cannot be got : there is a crisis, perhaps 
hopeless panic: everyone trying to sell, no one wanting to buy; 

f \A “member” bank is, in general, any ordinary joint-stock bapk, and 
pMticularly one possessing a deposit at the central bank. 
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. prices falling headlong; even the oldest and soundest firms sus- 
pected of being insolvent; if there are many small banks, 
numbers of them will collapse. But if the member banks are 
few and very wealthy, like the British ones, even a serious crisis 
is unlikely to cause a run on them. 

The familiar circumstances of stringency and crises which 
we have touched upon can occur, of course, without inflation, 
in the strict sense in which w6 have defined it, having been 
present at all. * , 


• §ii 

Deflation: accident($ (adoption of the gold standard in the 
nineteenth century), and intentional. The velocity of 
circulation and the price-level. The psychology of defla- 
tion. The vicious circle. Impulses making fbr recovery. 

Deflation iS, in a sense, the opposite of inflation : deflation 
thus indicates a fall of prices, greater than that required by 
progress in methods of production,^ resulting in a decline of 
economic activity to anything less than the optimum; in 
particular, if involuntary unemployment is present and 
increases (other than through an increase in working popula- 
tion), then deflation is clearly present. As in the case of 
inflation, we can refer to deflation in a particular part of the 
economic system; profit deflation, oapital-goods 4,eflati«n and 
so forth. 

Deflation is unpleasant: because output falls off, real 
wealth falls below the potential; still mor§ does Jjie appearance 
of wealth shrink: from being “worth quarter of a million”, 
a. mai^^nds he is worth only £20,000, a change spiritually as 
well as aotuarkUy depressing. It is not surprising, therefore, 
that deflation is frequently •accidental, and', when intentional, 
is adopted only because the alternative (which is not always 
inflation) is considered highly undesirable. 

Jhas we find Mie adoption of the gold standard by Europe 
after the Franco-Prussian War bringing deflation. There was 

^“Required” in the sense that they will necessarily occur if wa^s 
remain •constant; a rise in wages as the result of progress is clearly sg? 
alternative to a fall in prices. ^ 
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something of a gold scramble; the increased demand for it 
increased its»value at a time when supplies were not plentiful; 
the devices adopted to secure it brought deflationaty depres- 
sion. We are accustomed to thinking of the Victorian era as 
one of prosperity, but English manufacturers at the time 
termed ihe period from 1871 to 1896 “the great depression'’ 
(an expression with other associations for the people of 
torday!), and complained bitterly of German competition. 
Throughout that period, there was never unemployment upon 
the tragic scale to which we have become accustomed, and 
output was not considerably below the potential, but there was 
a deflation of profits, made all the more pain^l because the 
returns to entrepreneurs had been buoyanj in the two previous 
decades. It is significant that German competition was made 
the villain of the piece: full comprehension of a deflatiGnary 
situation belongs almost entirely to the years since the Great 
War. 

Post-war slumps are well-known phenomena, arising from 
a desire on tat part of monetary authorities to return to the 
general conditions of the pre-war period (“the good old 
days ”), and particularly to the pre-war pj:ice-ievel. Attempts 
at price-restriction do not belong only to the present time,^ and 
it has not always been the futility of rthat policy which has 
deterred governments, desirous of putting the clock back, from 
adopting it; yet the preference does seem to lie m favour of 
deflation, as a method of bringing prices back to normal, and 
against price-cutting decrees, according to the testimony of the 
past. We can make excuses on the ground of their ignorance 
for the statesmen responsible;, for deflation in times gone by; 
but, even so, there ass the modem examples. 

What, then, are the repellent alternatives which have 
driven authorities to choose deflation? Usually the (head of 
wild, uncontrolled__ inflation. This undoubtedfy supplied the 
motive for the British deflation Mter the War, and for the 
drastic deflationary steps (for long singularly ineffective) taken 
to curb the Wall Street boom of 1928 and 1929. 

Another motive with the same Effect is &e desire to imin- 
tain the currency on the gold standard. Countries exporting 
wheat and other primary products (the South Am'&rican repub- 

, ‘Consider particularly price-fixing in Germany as an example of 
preseB^ restriction. . 
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These statistics we may illustrate as follows : m Figure I, 

the straight line { ) represents the percentage difference 

in deposits from the year before; the dash line ( — -) represents 
the percentage difference in velocity of circulation from the 
year before; and the dotted line ( ) represents the percen- 

tage difference in wholesale prices from the year before. 

Figure II illustrates the tlu'ee indices: the straight line 
is deposits, the dash line velocity of circulation, and the 
dotted line is wholesale prices. 

From these statistics it appears : 

1. that the changes in the velocity of circulation were 

much greater in both directions than the changes in 
the volume of deposits; * 

2. that in the two most vital years, 1930, when the dgpres- 
sion became really grave, and 1933, when recovery 
began, the volume of deposits diverged significantly 
from the inde^ of wholesale prices; 

3. that the correspondence between the index of velocity 
of circulation and the index of wholesale prices was 
remarkably close in the later years. 

We are entitled to sum up the position by saying that, in a 
modem community, there are significant indications that the 
velocity of circulation is more effective in regulating the price- 
level than the volume of money is. (The divergence of the 
velocity curve in 1928 and 1929 is to be explained by the 
extraSrdinajry volume of dealings in stock exchange securities 
which took place in those years — ^the Wall Street boom and 
crash. The price-level of secpities is not, of course, included 
in the wholesile price-level.) 

When deflation has once begun, strong psychological forces 
come into play to perpetuate it. Those who are fil'ied with 
optimism, and neglect the warning signs as' the "coming of 
deflation approaches, will lose thb more heavily; a proportion 
of such men wiU fail and go bankrupt; the pessimists lose least, 
and appear to their fellows as sound men whose advice should 
be followed. The pessimists wilf buy only small stodrs of 
goods, and defer the date for renewals of plant; thpy will 
reduce their loans from the banks, and perhaj^s close down 
Jbme of their works altogether; they will reduce their Staffs to 
the-minimum, and bani.'J^h all thought of launching out into 
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new lines business. Now these are the sensible things for 
a capitalist to do, if the bad times are going to continue, and 
perhaps get worse. But what business men do not perceive 
is the all-important fact that this cautious curtailment of 
activity, itself causes the deflation to go on; it intensifies the 
slump and prolongs it. 

For all these costs, which' the capitalist is no longer pre- 
pared to incur, made up somebody’s income; if business men 
buy less and employ less, the nation’s income falls, and so 
there is less money to spend on their products; as their losses 
continue, so they contract their output more and more, which 
only causes further losses. This is what is cfiled the vicious 
circle (or spiral) of deflation. - 

Some business men do. no doubt, perceive this underlying 
truth, but they also see that, during a period of contraction, the 
man who "loses least is the one who contracts his business 
more than the others do. They perceive that the man who has 
come out best so far is the gloomy Sir Percy® Pessimist, who 
has closed half his works and employs his men only two days 
a week in the rest. In the prosperous times. Sir Percy was 
considered rather an unenterprising man, very cautious and 
conservative; but, since the depression^ adventurous and enter- 
prising rivals have failed or retired, and old Sh Perc^ suddenly 
emerges as one of, the leaders in his line of busmfess. When he 
comes into the Chamber of Commerce meeting, radiating 
gloom, an4 tell his friends how he has cut down his losses by 
selling his warehouse to the Post Office, other men scratch their 
heads and wonder if they cQjild manage without a warehouse, 
or scheme to.jshut their offices and carry bn with a roll-top desk 
in the corner of the warehouse. 

All these “ economies ” help to strengthen one mail, against 
his competitors, but ruin everyone in the long-run. ■ How, then, 
is the vicious circle ever broken ?*■ Why should contraction not 
go on until everyone is bankrupt, including the government 
and its creditors? 

The answers to these questfons are “really compheated 
matters; we can touch on only two of the main reflationary 
impulses. In the first place, there is the force "Of cusfom and 
J^habit, which operates in the following way: a fam% which 
"is »sed to £ certain standard of life wiU curtail its expenditure 
somewhat in bad times: less on enterfainments; fewer clothes; 
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stay at home for holidays; simpler food; perhaps move into a 
smaller house. But beyond a certain level, it willi)e ve:^ loath 
to go: rather than live too meanly, and fall in the estimation 
of friends and relations, the family will spend its savings, 
hoping, of course, to make good the wastage in better times to 
come. m 

It is the expenditure of savings which comes in to fill the 
gap created by contraction on The part of the business world. 
When the annual! amount spent yut of savings exceeds the 
amount by which one year’s^ income falls short of the last 
year’s,^ a net reflationary push is given to the economic 
mechanism. 

But what at)out the poor, who have no savings, or only so 
little as to be exhausfed quicUy? Here the second reflationary 
forc» lies concealed. In a civilised country, it would be 
thought intolerable if numbers of people died of starvation : 
either the state or the local authorities step in and* make pro- 
vision for the destitute with relief donations. Now if the state 
raises the required funds by taxation, that does not help to 
bring reflation, except in so far as it causes those taxed to draw 
upon savings or not to save so much. Taxation for relief is 
the transfer of income from rich to poor, which does not 
increase aggregate expenditure. But if unemployment is really 
heavy (of the order of 10%-20% or more), the state may well 
be forced tc? borrow in order to pay uneipployment benefit. 
It may, indeed, bon'ow wittingly, with a view to curing the 
slump. The whole of such borrowings are spent, on current 
output; the fraction saved is certainly negligible and probably 
non-existent in most cases. An^ such spending acts like dis- 
saving, tending to raise the value of current production. That 
way the reflation of profits lies, and with the reflation of profits, 
the ecqsomic system is set for recovery. 

• ♦ 

^ The statement of the matter terms of years is artificial; a shorter 
period could be taken; a very short period (a day or a week) would not 
be significant, however. 
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(0 The consequences of inflation and deflation: the gainers 
and the losers; ethical aspect. Inflationary stimulus to 
business and deflationary depression: which is better for 
progress? Unemployment: another ethical point. 

Hi) The effect on the exchanges: the limit of expansion by one 
country. ^ ' 

iiU) Inflation and taxation: buoyant taxes in mild inflation; 
shrinking taxes in deflation. The real depreciation of 
revenue in thoroughgoing inflation. But inflation by the 
state is taxation. 

(iv) Deflation versus devaluation. Devalikition versus a capital 
levy. r 

(i) Some people gain from inflation and reflation,^ and 
others lose. We may notice that the gainers are the more 
powerful in ttie sense of exerting control over Monetary policy, 
a fact which agrees with the general tendency, over the cen- 
turies, for money to depreciate in value. 

Broadly speaking, the reverse holds for deflation: the 
gainers from inflation lose, and the lose/s during inflation gain. 

It is clear that the different effects of these monetary move- 
ments upon different classes of people arise fromr the fact that 
■ all prices are not equally affected per unit time. If money 
were fust doubled one ni^t, and all prices and values doubled 
the following morning, the relative distribution of wealth and 
income would be the same, jvhilst the absolute figures would 
not matter in4he least. 

The first outstanding difference from such a non-existent 
case is the fact that wages do not rise (or fall) so fast a&^eneral 
prices. Another yery important feature is that- some pa5m3ents 
are fixed by legaf contract and cannot vary at all in the. short 
run; in the long run, new contracts can be made, but in the 
long run the inflationary or deflationary situation will not exist 
any more. A great number of other Dayments, whilst not jseing 
actually fixed in law, are so standardised by custom and usage 

that raising them would cause an outcry: some'^wagesTin the 

' , ' . " ’ ' 

^ ^We shall speak of inflation in the following pages, but theS^ remarks 
willr^oply in Essentials to refls^ion also, 
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narrow sense) fall into this category, and subscriptions, and 
fees for the services of the professional classes, acd the like. 
We may notice, in passing, that retail prices do not jnove so 
swiftly as wholesale prices, but we shall not have anything to 
say about this in the present chapter. 

Now it becomes clear who the gainers and losers are, but 
we must remember that one and the same person may fall into 
both classes, gaining in one capacity and losing in another; 
such offsetting, however, does little to vitiate the effects of 
monetary movements. 

First and foremost among the gainers in inflation is the 
ordinary business man, or entrepreneur ; the price of his 
products goes if^, but his raw material, or his stocks if he is a 
dealer, were bought s£>me tune before, when lower prices ruled; 
in this way he makes a clear windfall profit (of a speculative 
nature). In addition, the wages he pays do not advance so 
much; his men will be employed on overtime (or oh full time 
in contrast to short time earlier on), and sp feel happier about 
their earnings. Since overtime is, in general, paid for, and that 
at higher rates than ordinary full time; thus they are not in 
the mood to strike for higher wages, though an understanding 
of the situation on the part of vigilant Trade Union officials 
has greatly reduced the lag in the increase of wages. Finally, 
the entrepreneur gains In a twofold manner on his overhead 
charges: because business is brisk, his fixed charges (notably 
interest on capital, rent and rates) can be spread over a larger 
real turnover; and the real turnoverpis itself worth more per 
article because prices have risen; thus the percentage of the 
cost per article attributabie to fixed charges goes down for this 
reason as well. Certain overhead charges will igcrease some- 
what, but the bulk remain fixed. 

At the other end of the scale are the receivers of fixed 
income; in monetary terms, they get what they got before, but 
it buys less; they complain ^out the rise of prices, and refer 
enviously to business men as profiteers, not perceiving that the 
rise in prices is the cause, not the result, of entrepreneurial 
winjifall profits. The chiei fixed income receivers are those 
who own government securities, debentures and preference 
shares.' The holders of ordinary shares are not fixed income 
receive^? — quite the reverse. It is they who form the bulk of 
the entrepreneurs, for it is into their pockets that tke enhajjped* 
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profits of inflation go. Those who manage the great business 
undertakings are salaried managers and directors drawing fees, 
though jtliese, indeed, do not lose in prosperous times. 

Other fixed income receivers include landlords, whose 
income from rents cannot be adjusted quickly to higher levels 
of prices; and one other, the government, whose position we 
shall deal with in subsection (iii). 

Midway between the business men and the fixed income 
receivers stand wage-earners. Compared .with entrepreneurs 
they lose while inflation lasts, and gain compared with fixed 
income receivers. The position in inflation is decide4in general 
by the elasticity of their wage rates; if their wages move easily, 
they are almost akin to business men; if their wages are rigidly 
prescribed by custom, they are virtually fixed income receivers. 
But wage rates may not be so significant as the aggre^te of 
wages paid, an aspect of monetary fluctuations to which we 
shall returli in a moment. 

We may sum ug our findings by considering the opposite 
case of deflaiion: in deflation, business men lose, fixed income 
receivers gain, and wage-earners stand midway between the 
two so far as rates of wages are concerned. 

The ethical aspect of monetary fluctuations is a con- 
troversial matter. We shall bear in mind that business men 
are the active section of the population, and we shall experi- 
ence a natural tendency to favour them at the expense of the 
lethargic fixed income receivers. Therefore favouring infla- 
tion aather^than defiatioDj, we shall feel some qualms, however, 
if we reflect that many of these active entrepreneurs are only 
ordinary shareholders, little better tfian stock exchange specu- 
lators. Beagng these contending ideas in mind, our choice 
between inflation and deflation will depend upon our estimate 
of the virtues of the capitalist system, judged both from the 
point of view of strict morality and from the .point of view of 
expediency. " ^ 

If we are content with capitalism, for the nonce or for all 
time, we shall say that both inflation and deflation bring about 
injustice; that both disappoint reasonable expectations, '^ich 
are the practical criterion of capitalism. It follows that we 
shall seek, stability, the golden mean between-.inflation and 
deflation, and that we shall deplore any departure frpm pre- 
'exis^ing conditions as a grievous disturbance which it is the 
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duty of the monetary authorities to reverse, and to obviate in 
the future. • 

. If we feel, however, that the present social conditions call 
for significant and prompt adjustment in favour of greater 
equality of opportunity, we shall view inflation with favour, 
as a force tending towards our goal; as a mechanism snaking 
for large accumulations on the part of enterprising business 
men, perhaps; but also as a deVice loosening the grip of the 
dead hand. Vast hew fortunes can«be dealt with by taxation, 
so long as we have an invisible ally, in the shape of inflation, 
which defeats the great vested interest entrenched during 
generations in Ijereditary endowments of “ safe ”, fixed interest- 
bearing securities. ^ 

But whether we are conservatives, liberals, or socialists, we 
must'^hink, too, of the effect of monetary policy on progress. 
Certain economists^ argue that deflation stimulates.enterprise; 
that stringent conditions compel and force improvements; and 
that ingenuity giust necessarily be given r»in to enable firms to 
survive during depression; in other words, thaf necessity is 
the mother of invention. 

There are grave considerations throwing doubt upon such 
a simple point of view : invention is not a matter of necessity 
in the niodern world,, but rather one of organisation and 
research, which the business world has the resources to promote 
in full measure only during times of prosperity; that, in the 
gloom of depression, business men are not likely to venture 
into the uncharted seas of “new lifies”; that capital chnnot 
easily be raised to exploit -new inventions. We may reflect that 
the unenterprising Sir Percy Pes^ist is the man who comes 
to the fore in bad days. And we may reflect, too, that 
deflation has political repercussions which many people of 
democB^tic leanings will consider unsavoury : surely we cannot 
view with tindefstanding the advent of a Hjtler, for instance, 
without perceiving the essential relation to intolerable depres- 
sion? 

But if, in view of such considerations, we lean towards 
inflaition, we shall ribt try to*lnflate too much; for there is ample 
evidence that the outcome of rapid inflation is chaos. We shall 
attempt only 'a very gradual inflation, one calculated not to 

^ Notably Prof. Robbins and Dr. Benbam; also Prof. Hajek and others? 
of the Austrian School. ^ ^ 
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excite exasperation on the part of the classes of persons who 
directly lose by it; we shall not mind, if only it relieves the 
future generations, whom we have no right to encumber with 
the burdens arising from the sins of the forefathers. Some will 
view with horror the prospect of handing on a great weight of 
debt, ys^hich must not, they will feel, and shall not keep 
inheritors in perpetual luxury at the expense of others. Given 
a general inflationary tendency, time will be on the side of the 
people holding such view^ and no doubt they will feel strongly 
that their duty to the future requires and prescribes in the most 
emphatic terms that they shall adopt a policy wherein time is 
on their side. 

There is a further consideration: we havls spoken of the 
effect of monetary fluctuations on wage' rates. But, whilst it 
is convenient to treat the matter in this way, it almost misses 
the whole point; for a study of wage rates takes no thought 
of unemployment. We may approve wholeheartedly of the 
monetary earnings of the poorer people going up at the expense 
of bond-hoMers during inflation, and, equally, of the real 
income from wages increasing during deflation at the expense 
of the “ bloated ” entrepreneur; with these thoughts, we should 
feel confused as to whether inflation or cieflation were prefer- 
able. We should feel no doubt of thp matter, however, if we 
consider that deflation causes, and that inflation °(or, more 
strictly speaking,, reflation) cures, unemploymeift. If we pre- 
sume to take the ethical standpoint, we cannot overlook the 
fact fliat, ^hoever else may be responsible for monetary policy, 
the working man and his family, who stand unprotected to 
suffer its most grievous effects, are not responsible. Some will 
find that it ig the duty of those in authority, those of position 
and those of learning, to arrange that their less fortunate 
fellows do not suffer from the operation of monetary forces; 
some will be thoroughgoing and say that 4he direction of 
monetary policy 'is nothing less than a sacred trust. 

We may attempt stability, rather than gradual inflation, but 
, surely the thought of unemployment, arid all that that means, 
will tilt the scales against deflatioa as a policy in any cijeum- 
stances? 

* (ii) We need to assume only the approximate, broad truth 
'of^je purchasing power parity theory (which is undoubted), to 
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perceive the effects of inflation and deflation upon foreign 
exchange rates. If England inflates, and the purchjising power 
of the pound drops at home, so it will do also in the q^change 
markets.^ Indeed, the exchange rates are more sensitive to 
monetary policy (and to fortuitous influences) than are general 
prices. The announcement of even a mild reflationary policy 
on the part of a government will send its currency dowif swiftly 
and by a considerable margin 'm terms of other currencies, 
while the movement of general prices remains scarcely per- 
ceptible. * 

Conversely, the announcement of a deflationary pro- 
gramme, or such unmistakable signs of it as a rise in Bank rate, 
will raise a cufrency long before internal prices have begun 
to fall. And this seijsitiveness is not surprising when we con- 
sider^hat foreign exchange dealers, in order to survive in their 
business, must be financial experts of a far higher order of 
excellence that the ordinary man in business. * 

But suppose that the old gold buUior^ standard exists and 
is to be preserved at all costs: then, if one country becomes 
more expansive than the others (either in the sense of inflation 
proper, or, more likely, in the sense of reflation), the effect is 
exactly similar to that suffered by a member bank which tries 
to lend too much. We know that such a bank will lose some 
of its central bank balance at the clearmg; so also will an 
unduly expansive country. In this case, “the clearing” is 
represented by gold movements. If England expands the 
volume of money considerably mor^ than other countrigs do, 
the pound will go out past gold export point, and slie wUl lose 
gold. This means that England must contract again, since the 
gold standard is to be preserved*at all costs. Conversely, an 
unduly contractive country must attract* gold, 'and here the ■» 
word, unduly, means no more and no less than relatively to 
other countries* it has no relation to the state of employment. 

Thus we see that, so long as the gold bullion standard is 
kept in existence, countries must inflate or deflate in approxi- 
mately the same degtee; otherwise a country is in danger of 
beijig forced off the stanc^rd; and the fact of its being in 
danger is often enough to force it off (jie standard on account 

^ Under the gold reserve standard, the external value of a currency 
can be 5iept up while the internal value falls, or vice versa, by virtue or 
the action of an Exchange Equalisation Fund, a ^ 
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of currency speculation, which is another way of saying that 
it cannot risk getting to the danger point. From this fact arises 
the principle that, to conserve the gold bullion standard, 
countries must “ keep in line ” in their currency policies, a pro- 
cess sometimes known by the horrid term of “ the principle of 
insteppedness To accept this principle as the determinant 
of monetary policy is to permit the possibility of large scale 
unemployment. 

n ■ ■■ ' 

(iii) We have mentioned the state as one of the sufferers 
from inflation; this proposition turns upon the degree of infla- 
tion (or reflation). If there is mild inflation for a long tune, the 
state benefits ; the Chancellor of the Exchequer's estimates are 
upset — in the right direction. For the bjioyancy of business 
means that the class of incomes most important from the taxa- 
tional point of view increases markedly : receipts from income- 
tax and super-tax exceed expectation; in addition, the revenue 
from import duties, ^hich forms a considerable proportion of 
the whole budget receipts even in Great Britain,“is enhanced in 
prosperous times. 

During deflation, on the contrary, ordinary revenue sinks 
ominously. This is doubly awkward : thelgovernment has not 
only to retrench upon ordinary outgoings, but also has to 
make extraordinary provision for (or contribute to) unemploy- 
ment benefit, the cost of which naturally advances in bad times. 

If inflation is on a great scale, however, the government 
defeats itself. Its taxes a^e collected nearly a year after their 
imposition; if there has been rapid inflation in the interim, the 
monetary revenues budgeted for are probably exceeded by a 
great margin : they rnay be doubled even.- But, in such a case, 
the purchasing power of the revenue, although its monetary 
size is enhanced by inflation, will have deteriorated. Instead 
of the £800 millions budgeted for, the ChancePor might, with 
thoroughgoing inflation, secure £2/)00 millions; but he is likely 
to find that the level of prices has moved from 100 to 500, so 
that the huge revenue realised is worth veiy much less than the 
old revenue at the old price-level.<- This is not, indeed, Jhe 
whole story, for by no means all of the government’s expendi- 
ture fluctuates with the general price-level : as much as 50% 
ir, a modern state is devoted to interest pa 3 ments in faijpur of 
government fjebt holders; these, of course, remain unchanged 
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whatever happens to the revenue of the state. But rapid 
inflation is a cumulative process, getting swifter and swifter 
the longer it continues: the time very soon confes when the 
astronomical figure of revenue collected by the state’is worth 
next to nothing in spending power. 

We must not forget that the inflation we are considering 
may be engineered by the government — ^with a view, perhaps, 
to raising funds for the prosecution of a war. Inflation of this 
sort is in itself a form of taxation. If the government prints 
notes, or borrows’ deposits from tiie central bank, it is the 
existing holders of money who suffer, each according to his 
holding. ‘The current benefits from inflation by the state are 
likely, at least M first, far to outweigh the real loss from taxa- 
tion revenue. This explains the natural urge to inflate m war- 
time, for it seems ‘the only practicable method of raising 
enoi%h money in time. 

If the state has borrowed from its nationals a, hopelessly 
large amount (as the French government did during and 
immediately a^ter the Great War), so that* an unbearably large 
portion of the maximum taxation tolerable must be spent in 
paying interest on the national debt, then inflation is probably 
the simplest way opt. Perhaps, indeed, it is not the most 
honourable, for the victims do not realize that their debtor is 
deliberately engineering the real cancellation of part of their 
savings; the alternative, a capital levy, we touch upon in a 
moment. 

(iv) If a phase of acute inflation'has occurred.wvhat’is the 
best thing for the government to do? Should it try to- deflate 
back to the former level of general prices, or should it try to 
stabilise at the current price-level? These are ssmewhat open 
questions. If there has been a sudden, very rapid inflation, 
the diofhtes of (capitalist) justice require deflation, at least in 
some measure. • If a level greatly above that existing, say, two 
decades before, has been bfought about gradually, there is a 
strong argument for .stabilising at the current price-level. If, 
for instance, England, harassed by twenty years of earth- 
quiices, each of ^ich necessitated a new inflation, emerged, 
shock-proof, to find her currency stancKng at £1 =$1, it would 
probably be "Wise for her to stabilise at that rate; that course 
would 4)6 devaluation. * 
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But if England experienced an exceptional earthquake in 
November 1937, necessitating relief measures which could be 
financed only by a very inflationary policy, so that the exchange 
went to "El = $2, she would be well advised, knowing that the 
next catastrophe would not occur for many decades, to try to 
re-establish a rate approaching the pre-disaster level. 

Thercase of deflation versus devaluation has usually arisen 
after a period of warfare. In general, it may be said that 
devaluation is preferable, if only because deflation, in a period 
when demobilisation is greatly increasing the number of those 
(very genuinely) seeking work, is bound to cause extreme hard- 
ship. If, however, the depreciation of a currency is only of 
the order of 5 % , it may be worth while to deflate to that extent, 
in order to restore the old standard, if §uch action will also 
restore an uncomprehending but important confidence in the 
currency’s soundness. ° 

There js another course open to the government of a 
country whose (paper) currency has depreciated greatly on the 
exchanges. There cbuld be a capital levy; thg-t is, an enact- 
ment compelling every national to give a specified percentage 
of his total wealth to the state. The object of the capital levy 
is to enable the state to obtain possession of a proportion of 
its own obligations (the national debt) and also, usually, of the 
note-issue. When a proportion of these is acquired, Jt can be 
cancelled. Thus the'total of debt within the nation is reduced; 
its real capital assets become thereby less encxmrbered, and, 
since these remain the same as before m real terms, the volume 
of debt seeured by themTs greater in value per unit. When 
part of the note-issue is cancelled, the value of the monetary 
unit is obviously enhanced fe purchasing power and therefore 
in foreign exchange-value also. This is deflation of a kind, 
but not the slow torture involving a lowering of profits, stagna- 
tion of business and unemployment; it is a surgical o^ration 
to excise the redundant fat, obviating the atter'uated and pain- 
ful alternative of starvation. ’ 

Although Mr. Keynes lent his great authority in support ' 
of a capital levy in 1923, and although the important country 
of Czechoslovakia has put such at' policy into operation <Tdth 
some slight success, there remain great objections to a capital 
levy. No one will question that it is the most s#aightforward 
^d apparent manner in which retrenchment can be faced. 
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At the same time, one must recognise the technical difficulties : 
the state does not want to acquire cows from the farmer, for 
instance; on the other hand, to require its nationals to pay their 
pontribution to the capital levy only in notes or war Joan also 
raises difficulties; for the people will feel veiy aggrieved if they 
have to realise some of their assets forthwith, obtaining only 
the very low prices which would prevail in a general selling 
movement; and if, alternatively, the government permits a con- 
siderable margin of time for The payment of contributions, 
that period is going to be one of ordinary deflation, which it 
is the purpose of wise statesmanship to avoid. 

But more formidable than the difficulty of collection tech- 
nique is the problem of preventing capitalists from transferring 
their wealth abroad. We may say that the latter difficulty can 
be overcome only at* a time of very genuine and deep patriotic 
fervbur; the quality of public unselfishness may be somewhat 
used up after severe warfare. 

Further, a political programme including a caj^ital levy is 
so vulnerable to electioneering opponents that it is almost 
impracticable Iri a democratic country; it would* be cynical to 
say that it is too honest to be possible, but at least political 
opponents will be horribly tempted to put into operation the 
fess noticeable alternative of devaluation, having permitted a 
further period of inflation, if necessary, in order to mitigate 
the burdbn of internal debt. , 


. BOOKS 

I. (i) See J. L. Laughlin; Money, Credit and Prices, 1931, 
Volume n. Chapter XXIV. 

(Prof. Laughlin regards prices as being expressed in terms 
*of a standard (gold), not in terms of money as such; thus 
the nature of prices changes with a change of standard, 
alfhonah they are still expressed in the same units of 
account) 

See also Edwin Cannan; Money, 1935, Part I, Chapter 
II, Sections *2 and 3* also F. W. Taussig: Principles of 
Economics, 1927, Chapter XIX, Section 4. 

Reference to the Black Death may be found in countless 
tiistorical works: it is common to find scarcity of labour 
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given as the reason for the rise of wages, if not for the rise 
of prices in general; sometimes the case is stated ambigu- 
ously; «quite frequently, the volume of money in relation to 
population can be perceived only between the lines, 
fii) Regarding paper issues in general, see Edwin Cannanf 
Money, i935,*Part I, Chapter IV, Section 3. 

Concerning inflation by the authorities, see R. G. 
ffewtrey: The Art of Central Banking, 1932, Chapter IV 
(Title Essay), the section (iai the latter part) entitled Central 
Banks and Inflation An earlier section in the same essay 
deals with inflation bjs joint-stock banks*. 

Regarding crises, see R. G. Hawtrey: Currency and 
Credit, 1 923, Chapter IL 

2. The above are relevant to this section as well. See, in addition, 
R. G. Hawtrey: Currency and Credit, 1923, Chapter VIII. 

An example of the significance of the velocity of circula- 
tion in connection with prices is given by Lionel Robbins: 
The Great Depression, 1934, Chapter II, Section 4. 

(The ^subject of this section— and the last one — ^is usually 
treated in well-known works only in the form of historical 
examples.)^ 

3. See particularly the well-known account of the subject of this 
section in J. M. Keynes: A Tract on Monetary Reform, 1923, 
Chapters I and II. (Notice that Mr. Keynes gives simpler defini- 
tions to the terms inflation and deflation than those adopted 
in the first section of this chapter.) r. 

A very short account is given in R. C. Mills aiid E. R. 
Walker: Money, ^ 1936, Chapter III, Section 8. 

Another short account is to be found in D. H. Robertson : 
Money, WSS, Chapter I,p,Sections 6 and 1, 


CHAPTER XII 


HISTORICAL EXAMPLES OF MONETARY 
FLUCTUATIONS 


• §l 

Th^ decline of Rome. The rise of Spain, the Netherlands, 
France and Great Britain in the sixteenth and seventeenth 
centuries. Assignats and mandats. • 

History teactbooks are accustomed t6 devote considerable 
space to military details, to kings, emperors and persons hold- 
ing administrative office, to inventions and discoveries, to the 
arts and religion; but large monetary movements are inclined 
to be overlooked, to the detriment of the balanced view. Often 
public finance does fifld inclusion — as an incidental connected 
with war. , • 

The military agglomeration of the Roman Empire reached 
its zenith at the dawn of the Christian era, after a period 
wherein the supplies of the precious metals and thsir vAocities 
of circulation had beeft increasing. It is doubtful whether 
stocks of bullion were actually falling during the long decline 
of the Western Empire, but it is certain tlfat the rate of 
increase (if any) was slower than before. At the same time, 
comnlerce wa% severely handicapped by monetary debasement, 
which finally produced acyte crisis in the* third century a.d.; 
it is probable that the velocity of circulation was falling. And 
as the Dark Ages drew near, a tendency can be distinguished 
t^ich we may describe a§ a change in liquidity-preference; a 
cSnge, that is, from the creation of^ real wealth in the form 
of roads, Ijpildings and so forth, to the sterile hoarding of 
bullion. We should be wrong to look upon these essentially 
monetary movements solely as effects of deeper causes; they 
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were among the most potent forces which helped to set up and 
then to destroy the Roman Empire. 

The retrogression of the Dark Ages and the scarcely per- 
ceptible progress of mediseval times eventually gave place td 
comparatively rapid changes during the sixteenth and seven- 
teenth centuries. It is no coincidence that supplies of bullion, 
great in" relation to existing stocks, were coming, during this 
period, from the New World. “ Spain was the first country to 
be affected, and she was the first the establish a fleeting hege- 
mony over western Europe. The hope of great riches stimu- 
lated the foundation of a vast empire in Central and South 
America, a development accompanied by the merciless oppres- 
sion of the local inhabitants. f 

Spain, like Midas, had reason to regret the gift of gold. 
With a government blindly attempting to prevent the-idis- 
semination abroad of her bullion, which they mistook for the 
vital form "of wealth, Spain hastened the end of the profit 
inflation by engendering a rise of wages commensurate with 
the rise of prices. This process brought about '^a deflation of 
profits within two or three decades. 

At the same time, the bullion found its way abroad, firstly 
to the Netherlands which, for this reason*“and on account of 
its geographical position, rapidly became the commercial 
centre of the world. , Great banking houses arose, promoting 
investment in many parts of western Europe; the Dutch began 
to manifest an independence, bom of prosperity, which the 
oppression §f larger nations failed to conquer. 

England, experiencing the first substantial rise of prices 
since the Black Death, put by her sombre mediaeval attire, 
and emerged ip, the bjUliant colours of the Tudor epoch. But, 
later, the monarchy failed to acquire a proportion of the new 
funds sufficient for the good governance of the country-.. The 
honest, simple squires of the early Stuart Parlkments, whom 
history books are inclined to uphold as models of uprightness 
contrasted with a lax and spendthrift court, were guilty of mis- 
understanding fatally the financial realities : the guilt of ignor- 
ance, perhaps, but an important canse, usually underrated,^! 
the disastrous Civil War^ 

England’s internal troubles enabled France to-assuifie the 
leadership of Europe, with the great Louis XIV scarcely held 
iif check by continental alliances formed around the House of 
. ■ 198 
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Orange against him. While Cromwell ran the country as he 
pleased, imposing, through the major-generals, exactions such 
as Charles 1 had never dared to hope for, England’s name had 
.stood high m European affairs. IJnder Charles II 'came the 
increase in taxation made inevitable by |he higher level of 
prices. 

We must not suppose that the profit inflations, which gradu- 
ally gave place in these countries to a general rise in all prices 
(including wages), were unmix^ blessings. Spain, despite her 
empire, sank to the level of a second-rate power, possessing a 
peasantry living in depressed conditions. The common people 
of Holla'nd lived very meagrely. France, where the few pre- 
served the benefits to themselves, laid the foundations of the 
French Revolution.^ Even in England, during the allegedly 
spacious days of (5ueen Elizabeth, we find the problem of 
desStution appearing in an acute form. 

The process of profit inflation is one of “ pglarisation ”, 
wherein a few enterprising people become richer, and the mass 
of the people. Ijecome poorer. The historical examples of it, 
which we can quote, show a later reaction of ah adverse sort. 
We may tend to the view, therefore, that monetary fluctuations 
,are adverse to general progress, but this view must relate to 
the fortuitous, uncontrolled and uncomprehended movements 
of the past. Now w« know what we are doing in monetary 
affairs, it may be different. • 

By way* of contrast, we may look at jthe excesses of the 
French Revolution. The pre-revolutionary government had 
long been in the direst straits fcJT money. The Assembly 
attempted, in 1789, to* solve the inherited difficulties by an 
issue of bonds, ternjed assignate, bearing interest at 5%, and 
secured by the land taken in the name ®f the aation from the 
privileged classes; these bonds were to be cancelled as they 
were •Sanded back to the government in exchange for land; 
and if a'govdhiment creditor,* to whom tjiey were paid, did 
not want land, he could Sell the bonds, it was thought, to 
someone else who did require it. 

The first issue was for the amount of 400 million livres (25 
llTres =£1). In 1790, however, the rate of interest was reduced 
to 3%. but the assignats were madft legal tender. Bom as 
securities, tfiey grew into money. They began to circulate, at 
a dis<5ount of 5%, which may be explained by the fact tlTat 
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they were in denominations too large for the purposes of 
ordinary business. A very considerable stimulation of enter- 
prise resulteS. ^ ^ 

But the state’s requirements could not be solved so simply.- 
The limit to the t^tal amount issued was raised in 1790 to 
1,200 million livres. Gold and silver began to leave the 
country ,*• or to find their way into secret hoards, but, at the 
same time, the real depreciation of the assignats began. Their 
number did not at first advance outrageously: another 600 
millions were added in 1791r; the value of the paper livre moved 
around three-quarters of the old livre. Early in 1792 came 
war, however, and considerable further issues : the value fell 
to little over half (partly by reason of specula^on), but early 
military success and the determination of p.n extremist govern- 
ment brought the value back to three-quarters by the end of 
the year, despite a further issue of 500 million livres. The*full 
account of,. the issues of assignats is better seen from the 
following table: ‘ 


ASSIGNATS, 1790-1795 


PERIODS. 

Notes in millions of livres. 

• ■c : ' , p. 

Percentage of value of old Hvre. 

Issued. 

. . ^ ■ r 

■ ■ In ■ : 'i 

circulation. 

1 , ■ 

1 By local 
tables. 

Treasury 

figures. 

1790-1791 

1860 

■^:v'-:i490'^^" 

86 

77 

January-May 1P2 

2200 

’ 1660 

72 

58 

June-December 1792 

2750 

2250. 

75 

72 

January- August 1793 

4050 

4050 

39 

22- 

September 1793- July 1794 

8450 J 

; 7200 

- 41 

' 34' 

August 1794-Deceipber 1795 


: 19700 ! 

00 

6 

0.8 


* Variously estimated from 29,000 to 45,500 million livres.- 

■ . O' ^ ‘1 , , ' 


The violent issues of the later ’years were made at a time 
when the dislocation caused by the earlier issue was already 
having its worst effects: the real yield of taxation was neg- 
ligible; unemployment had appearcxi, and iherewith extrecs 
misery on accoimt of the soaring price-level; the aggregate 

Quoted by J. L. Laughlin: Money, Credit and Prices, 1931, Vokime II, 
page 175 (S. E. Harris: The Assignats, 1930), 
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value of the total paper issue was falling fast; and a large 
quantity of forgeries were in circulation. 

The earliest issues of assignats, thought to “be largely in 
• the hands of Royalists, were repudiated. At the eitti of 1795, 
the government tried to levy a forced loagi, in subscription to 
which assignats were to be accepted at 1 % of the face value; 
that the current value was less than this is shown by the fact 
that no coin was subscribed tp the loan. Assignats were also 
to be made ejtehangeable for mandats territoriaux at the rate 
of 30 livres assignat to 1 livre mandat. But mandats proper, 
which were to be certificates immediately exchangeable into 
land, were never issued. Instead, promesses de mandat were 
issued, but ^ese, which differed in no essential from the 
assignats, were ne\er passed freely in circulation : soon after 
their issue, they circulated with difficulty at about 5% of face 
value, and in 1797 were accepted by the government, in sub- 
scription to a loan, at 1 % . In that year, too, thq legal tender 
status was taken away from both paper issues, and a scale was 
prepared for. the settlement of private debts according to the 
fraction of value remaining to the assignats and'mandats at the 
time when the particular contract was made. 

, The whole misguided affair was a tragic example of infla- 
tion at its worst. The connection between the paper and land 
was vety attenuated, lor it was quite impossible within a short 
time to se^ land on a large scale for»bullion, else its value 
would have collapsed ruinously. The paper money was issued 
so fast that it never had a chance of being readily acceptable; 
so its value slumped, and it had To be issued aiil the faster. 
A progressive decline of this kind must become farcical within 
a short time. . • 
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(i) Greqt Britain’s wartime inflation: certain figures. Normal 
wartime experience. Explaining away government infla- 
tion. Price control and rationing. 

(ii) Certain wartime figures for the United States, France and 
Gefinany. The effect on the value of gold; differing 
experiences; hyperinflation: 

iiii) Table of certain exchange rates and gold equivalents. 

(i) Let us now summarise our consideration pf Great 
Britain’s wartime inflation by looking at the most important 
statistics ; *■ 

CERTAIN STATISTICS OF GREAT BRITAIN,^ 
1913-1924 


.. 1 

! 

.. 'i 

■.'Year. 1 

Total notes in 
circulation.! 

D^eposits at 
joint-stock 
banks.2 

. 1 

Wholesale 

price 

index.s 

• 

Cost 
living 1 
index.4 

Treasury Bills 
outstanding.^ 
£000,000. 

' 

£000,000. 

Index. 

£000,000. 

Index. 

mMM 


100 

800 

100 

100 r 


- _ : : 

1914 

^^^ -■■;■■ 75 :;■-■ 

250 

9p0 

112 

100 

114 

K. ■■■■■■■■■ -■99,' ■: ,■■■-■ 

1915 


460 

1000 

125 

111 

135 

^ 380 

1916 

190 

633 

k 1150 

144 

160 

167 

1116 

1917 

,^::'V259.^^.^''. 

^^-:;,863':'. 

1360 1 

170 

206 

190 

1058 

1918 

^394 ^ 

mm:] 

1590 


■ ^ 221 \ 

220 

1095 

1919 

446 

1487 

1880 

^■'■■■235v. 

242 

: ::'225"''^''^"" 

1107 

1920 

481 

1603 

1970 

246 

295 " 

269 

1102 

1921 


1443 

1980 

247^ 

182 

199 

1060 

1922 

405 

1350 

1820 

227" 

154 

■ 180 

719 

1923 

405 

1350 

1^10 

226 

152 

177 

652 

1924 

396 

1320 


— . 

164 

181 

626 


^ J. L. Laughhn: Money, Credit and Prices, 1931, VoL II, page 533. 

^ The same, page 531 (graph). ® 

® Statist. 

Board of Trade: July 1914=100. Figures given refer to December. 
^Walter Leaf: Banking, 1935, pages 203/4. December figures. 

, We may observe several interesting points ^from -these 
fi^es. The index of notes in circulation increase markedly 
mpre than the other indices; this is partly accounted for by the 
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use of notes instead of gold in circulation, and partly by the 
increase in the proportion of the national income passing to the 
poorer sections of the community, who use note* rather than 
.bank accounts. This grossly inflated column of “ T«tal notes 
in circulation ” includes both Bank of England and Treasury 
currency notes. By an Act of 1928, these two issues were 
amalgamated in the hands of the central bank. 

Until 1920, the wholesale price index stood slightly above 
the index of bank deposits, suggesting a fractionally increased 
velocity of circul^ion; with the coaling of depression, deposits 
shrank little, while wholesale prices fell sharply, an indication 
of the normal greater sensitivity of the velocity of circulation. 

The cost of living index at first surpasses the wholesale 
price index, sx%gesting a more than proportionate spending by 
poor people, an indication associated with labour shortage. 
Th^ reversal of this relationship from 1917 to 1920 is interest- 
ing. The rise of prices naturally excited comment and dis- 
approval; ofiicial propaganda (with slight truth) aflributed the 
rise to a scarcity of commodities, and, 4ater, to profiteering; 
the second excuse was quite unfounded, for it was the govern- 
ment’s own financial policy which had created the profiteers 
by raising prices; but, partly because the animus against 
f)rofiteers was so great, the government gradually introduced 
a system of maximum, prices; this was exceedingly dangerous, 
for it threatened to cause a falling-off of supplies, since traders’ 
profits were* encroached upon; and it occasioned discontent 
because people were left with money which they could not 
spend as they wanted, since trad«rs, bereft of Jlhe sormal 
method of “protecting’,’ their stocks, namely, of increasing 
prices, found their stocks of mayy important goods exhausted. 
To cure the former trouble, where necessaries wgre in question, 
the government adopted numerous devices, chief among which 
were ptopaganda and direct participation in economic affairs. 
To cure •the •unspendable mdney trouble, the government 
adopted rationing; from*the«public’s point oT view, this at least 
ensured that some should not get an inequitably large share 
of necessary and desirable goods which everyone was prepared 
tfr-pay for if they eould fin# them. If the government had had 
rationing in view all the time, the halfrway house of maximum 
prices* might* be excusable and even praiseworthy; for, the dis- 
locaticKi, occasioned entirely, it appeared, in response to popular 
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feeling, was a necessary prelude to the bitter pill of the ration 
card; the country would have accepted rationing with great 
reluctance if'^it had not seemed to offer the solution of other 
difficulties. Rationing was assuredly the best policy. 

The big fall ofr^the wholesale price index, to a level well 
below that of the cost of living from 1921 to 1924, clearly 
indicates^ the process of profit deflation. 

It will be seen that the great expansion of treasury bills 
belongs to the early part of tlie War. The financing of the 
later years was effected by increased taxation to some extent, 
and by long-term borrowing, itself made possible by the 
enormous expansion of the bases of credit brought about by 
the increases in note-issue and in treasury bills outstanding. 
Aggregate national debt increased from about'' £650 millions 
early in 1914 to a peak figure of £7,830 millions in 1920. 


(ii) Let,us now take a few comparable figures for the 
United States, France and Germany: 




UNITEb STATES. 


francK 

GERMANY. 


Total 

Wholesale 

Cost of 

Net debt of 
U.S. gov- 
ernment.3 
$ millions. 

Circ’rtior:^ 

Wholesale 

Note 

circulation. 
Milliards of 
marks.6 i 

Year. 

resources 
of banks. 5 

1 millions. 

price 

index.2 

living 

index.2 

Milliards 
of frapcs. 

price 

index.5 

1913 


100 

noo 

' ■ 

6 

100 

3 ' 

1914 


98 

103 

— 

10-5 

102 

5 ^ 

1915 

11887 ^ 

y>i 

105 

— 

13 

140 

T 

1916 

14227 

127 

118 

— 

17 

188 


1917 

17038 

177 

142 

1909 

22*5 

262 


1918 ' 

24451 

194 

174 

1092^4 


339 

22 . 

1919 

29856 

206 ^ 

19? 

24479 

37*5 ' 

356 

36 

1920 J 

^ 33753 

226 ^ 

200 

24331 

38 

509 

69 

1921 

30936 

147 

174 

23814 

36*5 

345 

114 „ 

1922 

31724 

149 

170 

22996 

37 

327 

1,280 

1923 

1924 

33795 

35777 

154 

150 

173 

ni3 

22156 

21178 

38 
. 41 

419 * 
489 

496,507,425,000 ‘ 


^ June 30th. Encyclopaedia Britannica, 14th EdB., Vol. IX, page 137. 

^ U.S. Bureau of Labour Statistics. 

3 June 30th. Enc. Brit, 14lh Edn., VoLrXXII, page 744. 

L. Laughlin: Money, ^Credit and Prices, 1931, VoL II, page 565 

(graph), 

® Enc. Brit, 14th Edn., Vol. XVIII, page 474. 

December figures. J. L. Laughlin: Money, Credit and Pricey. 1931, 
Velume 11, pages 598 and 599. 
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From the figures of the United States, we observe an 
inflation of bank deposits similar to the British gne; but there 
is one great difference between the monetary circumstances of 
'the two countries during this period, namely, that the pound 
did and the dollar did not leave the gold ^andard. Gold was 
imported into the United States from belligerent countries in 
unprecedented quantities : from a figure of $1,290 imUions in 
1913, her stocks had risen to $2,658 millions at the end of the 
War, and they continued to increase rapidly, reaching $4,090 
millions in 1924. The effect of Shipments on this scale was 
similar in tendency (though not in extent) to demonetisation 
of gold by the other leading countries : we may see the effect 
upon the purohasing power of gold from the two United States 
price indices quoted: by 1920, it was halved. We may also 
pesceive the origin’ of the internal debt of the United States; 
practically all of it was a legacy of the War; a large amount 
more has been incurred, however, since the pos#-war period. 

Whilst the general tendency of prices was downward in 
Great Britahr after 1920, and steady in* the United States, we 
may observe that the French price-level continued to rise again 
after a short period of post-war depression. The reason for 
•this is indicated Sufficiently in the column showing French 
circulation. In fact, her public debt, which had been 34 
milliard francs in 191*4, rose to 286 milliards in 1920; this was 
too great and she was forced to seek relief in continued infla- 
tion. When its purchasing power had been reduced by about 
four-fifths, she was able to stabilise.the franc. 

The extreme example of an excessive war biflrden'may be 
seen in the case of Germany. Similar conditions prevailed 
in other defeated countries. Gtermany’s 1914 debt was small, 

5 milliard marks; by 1920, it was 220 ifiilliard*marks; this was » 
nommally less than the French one at the pre-war rate of 
exchanga, and much less at the current rates. But Germany 
was completely exhau^ed ^nd impoverished by 1920, not only 
on paper, but in fact. She had no hope of meeting her 
internal debt» and ho chance at all of paying reparation on the 
,s^:ale demanded. She back desperately upon the last 
resource of a bankrupt state, inflation. The figures of note- 
issue suffice to show the extent to which she took to economic 
drugs. Such a process is called hyperinflation. In the lajter 
stages, as the mark ran away towards zero on the forej.gn 
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exchange markets, business in general became intolerably diffi- 
cult: prices ’vere fixed either outright in foreign currencies, or 
in terms of marks calculated by converting a dollar price into 
marks at the foreign exchange rate of the moment; in par-' 
ticular, wages weremxed in this way. This farce could not go 
on for ever: finally, in 1924, a new reichsmark, equal to the 
old gold mark of pre-war days, was introduced, and the 
exchange equivalent was fixed •'at 1 biUion depreciated paper 
marks to 1 reichsmark;^ the latter was to be= based on gold, a 
fact which imparted confidence; but it was the limitation of 
the new currency, not the gold, which gave it stabtlityj 

(iii) Subsequent to the War, countries old and new estab- 
lished the gold standard — only to abandoq it again during the 
great depression. In conclusion, it will help us to understand 
the extent of the depreciations if we set out in a table the pre- 
war and pbst-war exchange rates of some of the leading 
countries, with columns added indicating the subsequent 
depreciation resulting from the great depression ' (See opposite 
page.) 

We can see from this table that only Great Britain and the 
United States, of the belligerent countries, did not devalue their 
currencies after the War; France, Italy and Belgium, however, 
having devalued drastically, were able^to maintain the gold 
standard much longer than other countries in ther depression. 
That is one way of looking at it; another way would be to 
say thgt their earlier experiences of inflation made people 
irrationally enamoured of the gold standard and thereby put 
off the political possibility of devaluation, a hurtful outcome 
since devaluation in the circulnstances which these countries 
have experienced since 1931 would have been beneficial. 
Holland, it appears, is the country whose currency has depreci- 
ated least compared with the earlier dates, and Germany’s has 
fallen most, of cofirse, because aH the later German figures 
quoted ought to be divided by a billion. 

’ The process was effected via the introduction of, the rentenmark. but. 
in essentials, the matter was as stated, ' ^ 


EkCHANGE RATES OF SOME IMPORTANT COUNTRIES, AND INDICES 
OF GOLD VALUE, 1913, 1929 %ND 1937 



pu ^ ^ 


j! From the time of stabilisation, the official Belgian monetary unit became the belga eqiijii 
francs; thus 35 belgas were equal to £1, • ^ ^ 

f Par of exchange. ♦ 

Market rates. 

tf The United States never left the gold standard. 
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L See J. M. Keynes: A Treatise on Money, 1930, Volume II, " 
Chapter XXX, SeDtion 1. 

A very good account of the assignats and mandats is given 
by R. G. Hawtrey: Currency and Credit, 1923, Chapter XV. 

2. For an account of the attempt^to conceal government inflation 
in Great Britain, see Edwin Cannan: Money, 1935, Part II, 
Section 5, and Part III, Sections 3 and 4. 

The post“War adventures of the mark are described in detail 
by Hjalmar Schacht: Die Stabilisierung der Mark, 1927 (of 
which there is an English translation). 

For detail relative to the foreign exchanges, see Gustav 
Cassel: Money and the Foreign Exchanges after 1914, 1922. 
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MONETARY INSTITUTIONS ’FURTHER EXAMINED 
I. The Bank of England 


• §i 

The Bullionists. The return to gold and the outcry. The 
crises of 1825 and 1837-1839, The Banking School and 
the Currency School. The elasticity of credit obviating a 
fall in the price-level. The Act of 1844: issue and banking 
departments; the note-issue. The crisis of 1847: lender of 
, last resort. Later crises and the development of Bank rate. 

Whan the depreciation of the Bank of England’s notes 
became seripus during the Napoleonic "Wars, public feeling, 
vented in parliament, required an investigation : bullion was 
being quoted at a premium and sterling had fallen on the 
foreign exchanges. In 1810, a pafliamentary commitfbe, the 
Bullion Committee, wSs set up. After taking evidence, it 
reported: that the Bank of l^ngland notes had indeed depre- 
ciated; that the excessive issue had turned foreign exchanges 
adversf; that the issue should therefore be restricted to raise 
its v^ue^ that the notes shojild become convertible again 
within two years; that it would be a breach of public faith to 
reduce the bullion content of the guinea so as to conform with 
the lower value currently attaching to notes. 

The Bullion Committee took the view that the pound was 
^uivalent to a piece of gfild of specified weight and fineness, 
and, when jts proposals were being* debated in parliament, 
Geor^ Canning, who supported the proposals, poured scojn 
upon some tentative remarks made by Lord Castlereagh to tSe 
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effect that the pound sterling was (in modem terms) a unit of 
account. ^ 

The |5arliamentary opposition to the report was very 
muddle-headed; nevertheless, resolutions put forward in the. 
tenor of the repott were rejected, and resolutions in the 
opposite sense, some of them patently foolish, were passed. 
The upshot of the matter was that cash payments were not 
to be resumed until six months after the end of hostilities. 

The wisdom of the BuUionists has been praised widely, and 
it is tme that they displayed a superior understanding of the 
monetary forces at work; yet it may be doubted whether a 
deflationary policy, of the intensity to restore the Bank’s notes 
to face value in terms of bullion, would have proved helpful 
to the efficient conduct of the war. ^ 

At the end of the Napoleonic Wars, there occurred a 
spontaneous deflation: prices collapsed of themselves, with- 
out any strong restrictive measures on the part of the Bank. 
We may describe the process as an adverse change in liquidity- 
preference ancj a decime in the marginal efficiency of capital. 
The collapse, which included a fall of gold to the Mint price, 
enabled the Bank, and the country bankers too, to resume 
payment in gold. The people, however, preferred the notes^ 
but, while this unforeseen development was troubling the 
bankers, there began, with happy irony, an external drain 
which compelled the Bank again to stop cash payments. This 
drain of gold resulted partly from the recovery after the 
slump (a reaction of liquidity-preference), greater in England 
than efsewhere, and partly*^ from government borrowing at the 
central bank. 

After another committee'' had studied the matter, the 
government began to Tepay debt on a large scale to the Bank, 
and this deflationary measure, accompanied by restrictive 
action on the part of the Banl^, enabled cash paymentS'^to be 
resumed in 1821 . ^ 

It was only after the resumption of convertibility that the 
opposition became vocal: the depression was undoubtedly 
severe and bankruptcy and misery prevalent, not in England 
only but throughout Europe. Dis'cress meetings of farmefs 
and debates of parliament availed nothing. The gold standard 
w^s getting set to score another century. 

- Some relief from depression, however, came swiftly : in 
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1824 and 1825 there began a speculative boom which very 
rapidly reached its crisis. In the last months df 1825, prices 
in general fell, and, in particular, prices of securities* collapsed. 
’ This rendered unsound the position of bankers who had lent 
on small margin; for, if the value of collateral accepted were 
20% greater than the amount of the loan given on i|, and the 
value of the collateral on the stock exchange fell by 30% to 
50%, a banker’s own position* was undermined. 

At first, the*Bank refused tojend to those in difficulties, 
and the helpless ruin and misery resulting from that policy 
were remembered long. When matters reached a desperate 
condition, the Bank consulted the government, which declined 
to help. AftSr that, however, the Bank began to lend freely. 
This change of polity saved the situation. But the crisis, due 
to •overlending by the Bank and the country bankers, had 
brought down large numbers of banks and merchants. 

In 1833, the Bank’s charter was due for renewal, and 
certain changes were made: in particular, any rate of interest 
could be charged on three months bills, whereas 5% per 
annum had been the maximum permitted by the law of usury 
before that date. The succeeding years were marked by 
•renewed investmenl on a large scale and of a somewhat specula- 
tive nature. In 1836, there were large exportations of gold to 
the United States and Ireland due to istemal events in those 
countries. In 1837, a panic was averted J)y courageous Tend- 
ing on the part of the Bank. There was another factor, how- 
ever, which helped to ease the situation, namejy, excessive 
expansion abroad, whioh brought gold to England. Deflation 
came suddenly on the continent, and the drain of bullion 
which it occasioned’ from Enjland was increased by unusually 
large imports of com made necessary by crop failure. All 
this time, the Bank was gaily maintaining a low rate of dis- 
count, actually lo\<^er than the fate in the money market, whose 
members therefore brcmght bills to it for discount. The gold 
reserve shrank and shrank; finally, when the situation was 
almost desperate, the help of the Banque de France was 
#ecured, and this carried tjae Bank through the crisis. 

The manner in which credit was cegulated was clearly un- 
satisfactory? the proper principles and methods to be employed 
became the subject of discussion and controversy, whfch 
crystallised, within a few years, into two divergent theses. . 
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The Currency School, which expressed itself first and was- the 
more influential, maintained that gold was the proper medium 
of curreney; notes there might be, but their volume should 
vary strictly with t^je amount of gold possessed by the Bank. ' 

In opposition to this view, the Banking School held that 
sufficient^ notes should be available for the needs of business; 
that over-issue was impossible since notes were only lent and 
would return to the issuing batik if an excess did manage for 
a while to get into circulation (the theory the reflux). In 
addition, the writers of the"^ Banking School (truly) perceived 
that unusually large issues were required at certain seasons of 
the year. 

The weakness of the Banking argument lay iii the fact that 
the reflux, when it occurred, might, in factj.be of a large order, 
arising from great over-issue long undetected, and bring about 
crisis, panic, and perhaps the suspension of convertibility into 
gold. 

The weakness of the Currency School was the assumption, 
unconsciously' made, that the volume of gold would be 
adequate for business needs; that is, they did not perceive 
that a disastrous fall of prices might result from the adoption 
of their principle. 

This disastrous fall of prices did not occur, but this was due 
to the development pf banking, i.e. the growth of deposit 
money. If they had been correct in supposing that prices were 
related to the quantity of currency, a mistake which arose 
from defining money as 'currency, then disastrous deflation 
would have resulted from the Bank Act of 1844. 

This Act, enshrining the (^urrency School theory, split the 
Bank into two separate departments. The' banking department 
was to cany on ordinary banking busmess. The issue depart- 
ment was to be a wholly automatic mechanism : its assets were 
to consist of £14,000,000 wOrth of government ' securities 
(which did not, indeed, accord with the strictest Currency 
School doctrine) and of gold in coin^ or bars; the note-issue 
constituted its liability. The part of the issue backed by 
securities became known as the Fiduciary Issue. Except fer 
this, therefore. Bank of England notes became gold certificates. 

But there were also the not&-issues of the coantty banks; 
these were dealt with as follows: their maximum issne was 

^ Some aiver coin was permitted, but was never important. 

A V,' m2 ^ ^ 
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never to exceed the average circulating early in 1844; if a 
ban'ker failed, his right of note-issue became forfeit, as it did 
also if amalgamation raised the number of partners to more 
. than six. Thus, there were to be no new country "issues and 
the existing ones were to lapse. The 'Act permitted the 
Fiduciary Issue of the Bank to be raised by two-thirds of the 
amount of a country issue when the latter lapsed. iBy 1921, 
when the last country issue lapsed, the Fiduciary Issue had 
risen, for this reason, to £19,750,000, an increase of only five 
and three-quarte? millions. Finally, the Act provided for the 
weekly publication of the Bank return, a statement like an 
abridged balance-sheet. 

The Act cjid not work as expected. By 1 846, there was a 
boom of the usual pattern, with crisis hard upon its heels. 
Th^ Bank, responsible in that its excessively low Bank rate had 
permitted an inflationary position to develop, thereupon refused 
to lend. Finally, the government was persuaded to promise 
an Act of Indemnity for the Bank if the fiduciary limit were 
exceeded. At<)nce the Bank began to ^scount^freely, and the 
crisis passed without the legal limit being exceed— a clear 
indication that deposits at the Bank were the sort of money 
.required. • 

Another crisis of a severe nature occurred in 1857: again 
the letter was sent premising an Act of Indemnity, which was 
actually parsed since the limit was exctRded on this occasion. 
There was one significant difference, however, between this 
and earlier crises, namely, that the Bank did not try to restrict 
its lending. It had come to recog^se that its unique position 
required unstinted lending in a crisis: that it must be, as Mr. 
Hawtrey has phrased it. the lender of last resort. 

After the crisis of 1847, me Bank had perceived the neces- 
sity of high Bank rate in times of emergency; after the crisis 
of 1867, .it saw that high Ban|: rate must be used to prevent 
emergencies from developing. For, if the schedule of the 
marginal efficiency of 5api!al is greatly above the schedule of 
interest rates, inflated profits result^ and these threaten general, 
cumulative inflation. The Bank raises Bank rate at a time 
when the markef is discounting bills with it; since brokers, 
unable to borrow elsewhere, will malce a loss if they have to 
take bills to it which they have themselves discounted at. a 
lower^ate, they raise their ovm fates accordingly; with a given 
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schedule of liquidity-preference, such an advance in the short- 
term market attracts funds from elsewhere; that is, holders of 
longer term sScurities sell them and invest on shorter term; but 
such sales* of longer term assets depress their value, which is ^ 
the same thing as^increasing the rate of interest on them. 
Thus, the general advance in interest rates, occasioned by an 
increase in Bank rate, reduces prospective profits from an 
inflationary level. 

After another crisis in 186'6, the Bank established the 
working principle that Bank-rate should norntally stand above, 
and not at the same figure as, the market rate for three months 
bills, a change which strengthened its power of control. The 
only subsequent crisis before the Great War was a minor one 
in 1890; this was surmounted successfully bj/* prompt and 
adequate lending on the part of the Bank.'- 


, §n 

The Bank of England return: the proportion and the ratio; the 
profits of the Bank. 

Let us now take the Bank return for the beginning of' 
February 1937; ^ 

BANK OF ENGLAND ' 

ftET¥RN FOR WEBK ENDED WEDNESDAY 
FEBRUARY 3, 1937 

. ISSUE DEPARTMENT 


Notes Issued: 

In Circulation . 

In Banking Depart- 
ment 


Government Debt 

457,311,181 *'Olher Government ^Se- 
ci*ritiegf 

56,349,479 Other Securities . 
Silver Coin , 

Amount of Fiduciary 
Issue 


' . r £ . 

^11,015,100 

187,879,503 

1,091,347 

14,050 


£513,660,660 


. 200,000.00tr 

Gold Coin and Bullion 313,660,660 

J 

£513460,660 
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BANKING DEPARTMENT 


Proprietors’ Capital 
Rest . . . . 

"public Deposits^ . 
Otuer Deposits: 

Bankers . £96,105,653 
Otiier 

Accounts £38,273,601 


£ £ 
14,553,000. , Government Securities . 80,449,242 
3,607,319 Other Securities: • 

12,214,103 Discounts and 

Auvancel £8,520,709 
Securities £18,927,669 

27,448,378 

■ ■■•56149479 

134,379,254, Gold and Silver Coin * 506,577 


£164,753,676 


£164,753,676 


Notes, now as formerly, constitute the sole liabilities of 
the issue depitrtment : over £450 millions are in circulation, 
or about £12 per head of population (of England and Wales). 
Ihis, for notes alone, not coin, seems very high, for few people 
carry such an amount about in their pockets; indeed, when 
we consider that about one-third of the population is under 
sixteen years of age, probably not (coatinuously) possessing 
an average of ‘more than one note per thousand persons,^ 
then £12 per head seems astounding. But we must remember 
that considerable ^antities of Bank of England notes must 
find their way into*Scotland-’ and Northern Ireland’ and even 
into the Irish Free S|ate, although these countries all have 
separate* issues; furthermore, that the amounts of English notes 
held abroad *by foreign exchange dealers must amount, in the 
aggregate, to a large figure; that practically every firm, includ- 
ing retail shopkeepers, has its own stock of till-mo^ey cr petty 
cash; and, finally, that the London clearing banks alone possess 
about £130 millions. Even so, the £457 millions in circulation 
seems a somewhat Mrge amoijit. , ^ 

The rest of the notes, some £56 millions, forms the note 
reservg.* of the other department of the Bank; such notes are 
available •for anyone who caiT draw a cheque (in his own 
favour, a “ pay self ” ch«qu9) on the Bank. ’ 

The first of the assets of tlie issue department is described 
as “Government Debt”: this amount was lent by the Bank 

• * Including Exchequer, Saving Banks, Commissioners of National Debt, 

and Dividend Accounts. • 

3 Tllfe stock# 0 f notes held by the young would be greater at Christmas, 
but not vastly so. , , ^ 

® Baffk of England notes are legal tender there. 
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in its early days to the government, and has not altered since 
1844. lliese 11 millions are included among the a'ssets 
balancing the Fiduciary Issue, which now stands at the figure 
of £200 millions;^ the bulk of these assets, however,, are. 
“Other Govemmelit Securities”, that is, borrowings by the 
government for which scrip is issued (there being only a book 
entry a» evidence of the “ Government Debt “ Other 
Securities ” are first-class comipercial biUs. “ Silver Coin ” is 
never a large item, and may not, by law, exceed £5,500,000. 

In the issue department, there remam^the item, “Gold 
Coin and Bullion”, amounting to roughly £314 millions — 
apparently. But herein lies a pitfall. The Act suspeiiding the 
gold standard m 1931 repealed only the clause requiring the 
Bank to sell gold at the statutory price; its buying price 
remained at the statutory figure, equivalent to just under 
85/- per fine ounce. It does not sound as if this were 
important, .for people would hardly sell to the Bank at this 
figure, because gold, since 1931, has gradually risen to 141 / 11 
(3 February |937); nevertheless, there is one ,^gent who does 
sell to the Bank, namely the Exchange Equalisation Fxmd. 
The Bank buys at 85/- and values its gold at that figure. 
Thus, the current value of those £313 miliions odd, shown in 
the return, was over £520 miUions on 3 February. 

Now let us turn to the banking department:, on the 
liabilities side, there 4s firstly £14J millions of capital; this is 
ordinary stock hald by the public (paying, mcidentally, a 
dividend of 12%). “Rest” consists of a reserve of undis- 
tributed profits (which belongs, of course, to the proprietors). 
It is, however, by no means all the reserve of the Bank. 
“ Rest ” rises towards £4 mUiions as the half-yearly dividend 
payment approaches? and falls' to just over £3 millions when 
the dividend is paid; it never falls below £3 millions. 

The statement tells us ,what constitutes the '’^Public 
Deposits’”. Of 4he “Other Deposits”, the biilk, nearly 
£100 millions, belongs to the meinbef banks, who, as we have 
observed, rank their Bank of England deposits as “ cash ”, and 
use them to settle the daily balances at the 'clearing. The 
“Other Aecounts” mo^stly belonf to other members of tCe 

^ In the next section, ,we discuss the fluctuations of the f^lduciary Issue. 

• ^ ‘‘Other Government Securities ’^apparently consist largely, perhaps 
wholly, of short-term paper. 
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money market, particularly to old established firms. 

On none of its deposits does the Bank pay any interest. 

On the assets side of the banking department, we find more 

Government Securities ”, like those in the issue department; 
this entry includes “Ways and Means .Advances” (if any), 
which are borrowings by the treasury of funds lodged by the 
government departments at the Bank, and also “Efficiency 
Bills ” (if any) which are borrowings by the treasury from the 
Bank for the purpose of paying interest on the national debt; 
both of these borrowings by the 4reasury have to be repaid 
within specified times. 

Of the “ Other Securities ”, the “Discounts and Advances ” 
are those in favour of the money market, but these do not 
include any money giade available to the member banks, who 
nevfr borrow at the central institution. “Securities” cover 
certain other investments (not government securities), includ- 
ing shares in the Bank for International Settlements.* 

The small item, “ Gold and SOver Coin ”, is used for day 
to day requirements; all the rest of the gold is lodged in the 
issue department, which issues notes to the lull (nominal) 
amount of this gold plus the Fiduciary Issue; that part of the 
pote-issue not in circulation, in February 1937 some £56 
millions, constitutes the reserve of the banking department; 
this is the margin kept in hand by the Bank for the currency 
needs of the, country; it drops noticeably at Christmas-time. 

If we add together these last tivo items,*the notes and coin 
of the banking department, and divide the sum by the aggre- 
gate of all denosits, we obtain a figure of 3S-8%T Thls^^r- 
centage, showing the reserve position, is known as “ the pro- 
portion ”; it varies widely; but it is not now very significant, 
for, if the Fiduciaiy Issue were raised by a quarter, the 
additional notes issued would go to the banking department, 
and tlTe pjopojtion would be tjearly doubled. 

If we add up all the^out|ide liabilities of the Bank, that is, 
the notes in circulation and all the deposits, and calculate the 
relation which the gold stock bears to this sum. we get a figure 
of 52-1%. This^is called “the ratio”. This figure also 
fluctuates considerably, th<fogh it used to be somewhat steady 
before. 1931^ A reserve ratio of over half looks very sound 
and healthy, but, as we saw, these gold stocks are really undej- 
^ See Chapter XV, Section 3 , ^ • 
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valued grossly, so that the true ratio is 87 % , a very fat figure. 

The profits of the issue department all go to the govern- 
ment. As a slight compensation, a much smaller figure is 
paid to the Bank by the government for the management ot 
the national debt aM the numerous other government accounts. 


§ai 

The fiduciary limit to the note-issue. The proportional method. 

The maximum issue method. The changes in the Fiduciary 

Issue: gradual, and 1928, 1931, 1923 and 1936. 

We have seen that in England there is a twofold limit to 
the note-issue: the amount of gold held by the Bank and, the 
Fiduciary Issue. When the old gold standard existed, the 
amount of,gold was regulated by the value of sterling on the 
foreign exchanges: if sterling went too high, past the gold 
import point, _gold caine to the Bank, and the amount of notes 
increased accordingly; if sterling was too low, gold left the 
country, so contracting the note-issue. The Bank kept control 
of the situation by Bank rate changes and by the use o| 
other devices which reflected upon the exchanges. The 
Fiduciary Issue was usually considered- to be rigidly £xed, so 
that the movements Df gold were the only customary agents 
for altering the volume of notes; whatever else might happen, 
England had to “ keep in line ”, that is, her currency had not 
to alter in '?alue in terms of the other countries’. 

A different method of monetary control is the proportional 
method, which has two forms; the simpler form requires a 
proportion, usually 30% -40%, To be kept in gold against the 
note-issue; the second form,, more suitable for advanced 
countries, requires a similar proportion of gold to Be kept 
against both the notes and the deposits of the central bank. 
The deposits in question belong^ to The member banks and 
commonly constitute the bulk of the central bank’s deposits. 
The second form is the more sensible one for countries wherein 
the deposits of the member banks £t the central institution aCt, 
equally with notes, as^the basis of credit. The 30%-40% 
reserve is not usually a minimum which miist never be 
encroached upon, but a figure which the average monthly hold- 
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ing of gold must equal or exceed; that is, if the central bank 
of a country, bound by law to maintain a reserve jatio of 30%, 
found that, despite its efforts to restrict credit, its reserve stood 
•obsanately at 20% for the first fortnight o^a month, it would 
be compelled to average 40% for the second fortnight, so as 
to produce the statutory 30% for the whole month. 

Sometimes a tax, payable by the central bank (fut of its 
profits, is imposed upon any* excess of note-issue, but this 
device has nevet*been particularly effective, largely because 
the amount of the tax has never l3een enough to deter such 
a great financial power as a central bank. If a very high tax 
of this sort were imposed, the central bank might be heavily 
penalised for pursuing a wise and proper policy. 

It is argued in support of the proportional system that it 
makes for great elasticity; if £20 millions comes to the central 
bank, the bases of credit can be expanded by about £60 
millions, and the whole credit structure by a considerable 
multiple of this amount, perhaps by £6Qp millions. This is a 
poor argument* Most authorities no longer hold that large 
changes in the credit structure should result from relatively 
small gold movements; we have seen that the most important 
sriterion for monetary policy is the volume of employment. 
In any case, the elasticity has to work both ways: a loss of 
£20 millions of gold Would have to cause a very considerable 
contraction «f credit, perhaps even a crisis and a panic; there 
is certainly no occasion to cause an unpleasant major move- 
ment of this sort on account of npnor gold shipments; that 
would be, not the gold standard, but gold mania. * 

The only way of otjviating a considerable contraction of 
credit when gold leaves a coKfftry practising a proportional 
reserve system is to keep a large stock of ekcess reserves; 
then the statutory 30% -40% .becomes an “inedible iron 
ration it ha% to be there; it may not be used; it mi^t just 
as well not exist — altoge^heiirather a silly business. 

A third method of controlling the note-issue is to fix a 
maximum figuye beyond which issue is illegal. The amount 
of gold kept is If ft to the discretion of the central bank. 
Perhaps this is the best metnod knowit It was usefi in France 
before* the War, but it was somewhat farcical in operation, 
becau^, as soon as the actual circulation approached the 
maximum figure, the limit would be raised. Y^t this is not 
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entkely farcical: it enabled the government to reviev^ the 
policy of the. Banque de France from time to time, and if the 
policy of,the Banque had been at fault in requiring the limit 
to be raised, no doubt the government would have refeisedr 
the increase, or, at least, threatened a refusal in order to assure 
future caution on the part of the Banque. 

The 'Macmillan Committee, appointed before the recent 
depression became really intense to study means of bettering 
the financial apparatus of England, lent its„great and varied 
authority in support of thd" maximum figure method of limit. 
England, however, keeps to the Fiduciary Issue system, and, 
although the “ proper ” gold standard no longer obtains, 
inward gold movements since 1931 have greatly increased the 
note-issue. To the extent that England has a favourable 
balance of payments, there is a balance of foreign money,, left 
in English hands; this may arise, we must remember, from 
flights of Short-term capital, and not only from increases_ of 
exports and similar desirable events. The Exchange Equalisa- 
tion Fund buys these foreign balances to stop die pound going 
up on the exchanges; but it does not like holding too much 
foreign money, so it exchanges the unwanted excess for gold. 
This process was quite easy while France 'and other countries 
were on the gold bullion standard, and, since September 1936, 
apparently it can still be done, because the agreement con- 
tracted at that time rnade provision for this operation. 

But the English Fund has, from time to time, accumulated 
too much gold in this way, wherefore some has been sold to 
the Bank. At the end of September 1931, the Bank’s gold 
stock was just over £136 millions; ’ now it is nearly £314 
millions. This increase, indeSd; is so great that the Fiduciary 
Issue has been lowered to offset it. Let us look a little more 
closely at the fluctuations of the Fiduciary Issue. . 

In 1844, the fiduciary limit was fixed at £14 roillions; by 
1921, it had gradually risen to £19| millions, but, by that time, 
there was in circulation the far greater mass of currency notes 
issued by the Treasury. In 1928, when the iss.ues were amal- 
gamated, the fiduciary limit was raised to £260 millions. Tjje 
Act in que'stion contained a provision for raising the limit on 
the temporary authority of the Treasury, subject to parSamen- 
tary approval. But no use of this power was madp until 
August 193J, when the .fiducmry limit was raised to £275 
— ^ ^ ' 22Q'::;". - ■ , 
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millions. This was a crisis measure designed to release some 
of tfie gold held as cover for the note-issue — to make a little 
of the iron ration edible; its effect was abortive in that it 
increased apprehension and stimulated sal^ of stefling. At 
the end of March 1933, after the Bank Imd acquired some 
£50 millions of gold from the Exchange Fund, the fiduciary 
limit was reduced to the old figure of £260 millions* There 
it remained until 16 Decembej; 1936, when it was reduced to 
£200 millions. On that date, the Account sold to the Bank 
£65 millions of ^old; if the Fiduoiary Issue had been left at 
£260 millions, the amount of notes in the banking department 
would have risen to approximately £100 millions. Such a very 
large figure would have had an undesirable psychological 
effect, for it would have suggested that the Bank could perfectly 
well expand credit swiftly by a large margin. Such a feeling 
would have stimulated speculation in anticipation of a rise of 
prices. At that time, reflation was proceeding* quite fast 
enough, and the danger of cumulative inflation was all too 
evident. The tgo ardent enthusiasts of recovery, were suitably 
damped down by this reduction of the limit. 

It is not clear from the Currency and Bank Notes Act of 
1 928 v/hether the Kiduciary Issue may be raised up again to 
1260 millions (or to something between that and the present 
figure) by Treasury action alone; on the contrary, it may be 
necessary to, obtain retroactive parliamentary sanction for 
such a step. Just as it is for an increase beyond £260 millions. 
The position is uncertain in this respect. 

What is clear is that alterations of the fiduciaiy* limit may 
figure prominently in the apparatus of monetary control in the 
future. Now, such changes wUhseem no more shocking than 
the arbitrary writing up or writing dower of the value of gold 
• stocks. • y ’ ' •. , : 
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Foreign central banks: 

(j) France; 

Hi) Germany; , 

{Hi) The United States. 

The Bank of England was set up as a large monopolistic 
firm to make profits; it grew into a central bank bd^ause its 
governors accepted, with some reluctance, the responsibility 
attaching to monetary power. Other central banks have been 
created consciously for the purpose of controlling the monetary 
system of a country. 

• 

(i) The Banque de France was set up in 1800, that is, 
within a few years of the assignats and mandats fiasco. Like 
the Bank of England, its capital is held by the public, but the 
appointment of the board of directors is made by the two 
hundred largest shareholders of French ^lationality; French 
politicians of the left sometimes assert that the “ two hundred 
families ” misuse their power for political ends. The governor 
of the Banque is appointed, however, by the President of the 
Republic, that is, in fact, by the French government. This is 
differqpt from England where the governor is appointed by 
the general court of governors (the directors), who, in turn, are 
nominally appointed by the stockholders, but actually by 
co-option, since no stockholder would tljink of opposing any 
name put forward bj^the existiug directors. 

The Banque performs discount business and makes 
advances, in a manner similar to the Bank of EngFand; in 
addition, it is habitually a large scale lender-to the government 
on account of the chronic budgetary difficulties. Through the 
French Exchange Fund, it controls the exchange rates, and it 
also resembles the Bank of England in being the sole note- 
issuing authority and in allowing np interest on deposits. Ilte 
Banque de France traditionally kept a much larg^ gold 
^seryQ than the Bank of England did, both absffiutely'and in 
relation to ite notes and deposits. This proportion usdd to be 
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about 70% to 80%, but now it is only 55%; thus, the gold posi- 
tions of the British and French central banks, are roughly 
reversed at present. ^ 

(*ii) As part of her monetary reforms, (jermany set up the 
Reichsbank, in 1875, to act as the central organ of monetary 
regulation. Theoretically, it is entirely under government 
control.^ It issues the notes* and is not supposed to give 
interest on deposits; these, in any case, are so small that they 
can be neglecterf.* The Reichsbank’s gold reserve is minute, 
at present equivalent to only about l-|-% of the note circula- 
tion. Its main assets are bills discounted; it is supposed to 
make only small advances to the government, but, in fact, 
some part of* the bills discounted are government “work- 
creation ” bdls, so that it is really lending large sums to the 
government; it is not known how great the holding of work- 
creation bills is. 

Partly as a result of the public’s abidmg terror of inflation, 
bom in the pQ§t-war years, Germany preserves, a threadbare 
semblance of the gold standard. This official over-valuation 
of the mark is naturally accompanied by a shortage of foreign 
exchange. If the exchange market were left free, there would 
Be a stampede of persons, German and foreign, to sell marks, 
so causing the mark So fall rapidly. Actually, however, an 
ingenious form of control is exercised : marks are divided into 
two sorts, ordinary marks, worth about 12 to £1, and blocked 
marks of various species, worth about 50 to £1. The ordinary, 
free marks are very hard for a foreigner to obtain; if they 
could be got, they could be sold in the exchange market at 
about 12 to £1, or (theoretical^# at least) taken to the Reichs- 
bank and exchanged for gold apthe old, pre-war rate. Actually, 
the foreigner gets some sort of registered marks which can 

• » 

the •position is by no means simple: JDr. Hjalmar Scbacht* 
governor of the Reichsbank^ i$»a very determined, resourceful banker. 
Governor during the post-war stabilisation, he was re-installed in office after 
the Nazi revolution. To^ some extent, he has his own ideas, and pursues 
them in the face of Nazi opposition; often he finds himself in alliance with 
tljp Reichswehr against the extremsts. The Nazi government cannot afford 
to get rid of him, and while he remains he pursues his own policy whether 
or not Jt coincides with the goyemmenf s wishes; his position ' does not 
seem to be so ttrong now as a few months ago; perhaps it is deteriorating 
sedousiyip Nevertheless, while Dr, Schacht remains governor, the Reichsbanf 
will enjoy a certain freedom from' government interference* * 
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only be spent or invested inside Germany; gold cannot be got 
for them at Jhe Reichsbank. 

(iii) The case r of the United States is very complicated.. 
Having sufiered severe crises during the nineteenth century, 
this country set up, in 1913, the Federal Reserve System. 
This consists of twelve Reserve Banks located at: 

1. Boston; - 7. Chicago; 

2. New York; 8. St.,Uouis; 

3. Philadelphia; " 9. Mmneapolis; 

4. Cleveland; 10. Kansas City; 

5. Richmond; 11. Dallas; 

6. Atlanta; 12. San Francisco. 

Each of these is a local central bank, maintaining autonomous 
rates of interest, but subject to the co-ordinating authority of 
the Federal Reserve Board which resides at Washington. 

The Federal Reserve Bank of New York was at one time 
markedly more important than the rest, but this has been less 
noticeable since the death (in 1928) of its vigorous and capable 
governor, Mr. Benjamin Strong; more power has passed to the 
Federal Reserve Board. And the Board is under government 
control. 

The capital of the twelve Reserve -.Banks was subscribed 
(compulsorily) by the member banks, but by no means all the 
banks of the United States are, strictly speaking* members of 
the system; others work only subject to the laws of the 
separate states. 

There are several kinds of notes in circulation: gold 
certificates and silver certificates (for which, however, bullion 
can be obtained no longer), nytes issued by the government, 
those of the Federal Reserve System, and member bank notes. 

The Treasury and the FeSeral Reserve Board maifage the 
American Equalisation Fund between them; afid tifereby con- 
trol the exchange rates. As always, tl?e central banking system 
acts as the financial apnt of the government. The American 
differs from the English system in that the Federal Reserve 
Banks’ re4iscount rates stand belew the nfbmber banks’ rates 
of discount; British Bahk rate stands above the market rate. 
Jhe member banks, however, do not promptly t®-discount all 
the bills and promissory notes held by them for the 'lake of 
' ^ - .224, ■: • 
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the profit arising from the margin between discount and re- 
discflunt rates. It is the understood thing that they shall not 
do so; and, for their part, they like to feel independent of the 
.Reserve Banks. Member banks are compelled to ke^ deposits 
equal to a certain percentage of their liabfifties at the Federal 
Reserve Banks, and, in order to assure their freedom of action, 
they like to keep very much more than the statutory; propor- 
tions. Such excess reserves have been very high since the 
depression, and have caused fears that there would be nothing 
to prevent cumtflkive inflation ogee recovery began; it was 
felt that the member banks were in a position to lend almost 
unlimited amounts. To prevent this lending power generating 
inflation, the Federal Reserve System has made large inroads 
into the excess reserves by raising the percentages of com- 
pulsory reserves. ' 

“^ince the War, the United States has been a veritable 
magnet for gold, and, although the volume of currency and 
Federal Reserve Bank deposits has grown enormously since 
the depression,_the gold cover is now abbut 80%. 
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MONETARY INSTITUTIONS "FURTHER EXAMINED 
II. The Joint-Stock Banks. The Capital Market 

§I 

r/ie joint-stock banks: growth and amalgamation; joint-stock 
banking; limited liability. The clearing banks: distribu- 
tion of assets and liabilities; window dressing; secret 
reserves. -> 

The manner in which the “big five” English joint-stock 
.banks were founded and have grown has been somewhat 
different in the individual cases. 

The history of Barclays Bank begins as early as the 
seventeenth^century with various privater’banks of issue, but the 
present institution really dates from only 1896, when some 
twenty private bankers, members of the Society of Friends and 
related by marriage, amalgamated ^their businesses in a single 
joint-stock enterprise. 'The early business of the bank was 
done largely in the .eastern counties. 

Lloyds Bank was formed from two private banks in 
Birmingham in 1865; one of, these, Lloyds & Co., began 
business in 1765. The early fjusiness of Lloyds Bank derived 
from the’ westerh midlands, but its later -steady groivth has 
diversified its business Ithrdughout the country. 

The Midland Bank was also founded at Birmingham, in the 
^ear 1836, as'h. joint-stock company. Its early growth centred 
‘particularly in Ihe midlands and the northern counties. 
Fewer and larger amalgamations hdVe marked its growth to 
the premier position among the joint-stock banks. 

Tne National Provincial Bank has a dual origin, as a iomt- 
7 , : . 227 ."^ ^ 
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Stock bank issuing notes in Gloucester and elsewhere, d^Jing 
from 1833, and as a London joint-stock bank without the 
right of is^ue, founded in 1839. These two parent banks were 
united as recently%,as the end of 1917, by which date they - 
were both large organisations possessing many branches. The 
growth of the National Provincial by the process of absoiption 
was rapid during, and immediately after, the War. 

In origin, the Westminster Bank is almost entirely a 
London and home counties firm. Its present §jze is due to the 
amalgamation of large Londbn firms rather than to the absorb- 
tion of smaller undertakings. Two of the chief parent banks 
were founded in 1834 and 1836 respectively, and another one 
in 1865. 

From the foregoing details, we can seethe influence of the 
crisis of 1825. The failure of numbers of small note-issuing 
banks led to the passing, in the following year, of an Act 
permitting joint-stock banking outside the London area; this 
was followed up, in 1§33, by permission for joint-stock banks 
to be set up in London, but without the right of rote-issue. We 
ought to look upon this Act as causing the growth of the 
cheque-deposit system, and not regard the ^owth of the joint- 
stock banks as deriving from their practice of the superior., 
cheque-deposit technique. These banks superseded the small, 
private, note-issuing ones by virtue of their greater size-, wider 
spreading of risks, ai!d better management. The technical 
system of cheque-deposits (admittedly superior in many 
respect?) prevailed with the, banks, rather than the banks with 
the technical system. 

The legal safeguard of limited liability was not applicable 
to banks until 1858; before then; it was felt that depositors were 
not adequately ‘‘guarafiteed unless the whole of the private 
fortunes of the partners lay in -the background as security for 
their deposits. The extension of this liability tq. shajrehdlders 
in joint-stock banks was of questipnajjle wisdom. This un- 
limited liability did not appear as a burning question, however, 
until twenty years after the passing of the Act^^ The firmly 
established banks seem to have thought that if would have, 
been undignified, and perhaps damaging to 'their prestige, to*' 
re-register themselves as limited liability companies. In 1878, 
however, the City of Glasgow Bank foundered, a fraudulent 
wreck, and thq,shareholders were called upon for some 2,200% 
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• of the nominal value of their shares ; absolute ruin was wide- 
sprlad in the west of Scotland. Thereupon bank shares 
became almost unsaleable, and the joint-stock ba^ks in general 
. had perforce to adopt limited liability. , • 

Let us nov/ examine the distribution* of the assets and 
liabilities revealed in the monthly statement of the eleven 
London clearing banks : ^ the figures given are aggregates for 
the eleven banks, whose ii\dividual figures do not differ 
significantly froip each other; the figures relate to January 
1937, and are arrived at by averaging the weekly figures. 
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On the side of the assets, cash works out as 9-3% of total 
liabilities or assets', or 10-3% of current, deposit and other 
•accounts. The Jatter is the famous 10% ratio. But it is 
purposely misrepresentative : the regtl cash ratio* is somewhat 
smaBer than this, of the order of 9% of deposits; by “the 

* The Economist, 13 February 1937, paae 383. * 
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real cash ratio ”, we mean the daily cash ratio of the banks; 
the siun of £237,700,000 shown above is the average of 'cash 
held by the •several banks on four (or five) particular days, 
one in each weckj^during the month; but the day of the \^eek , 
chosen by the dirorent banks for making up their accounts 
is not the same day; on the contrary, some banks choose 
Wednes4ay, some Thursday and so forth; on the day they 
make up, they lend less than \jsual to the money market, so 
that they have more cash on that day thaij. on others. The 
volume of resources in the money market doe? not vary widely 
on account of this, because, when one bank is calling in its 
loans, another is lending the extraordinary surplus ‘of cash 
called in the day before. This extraordinary smplus of cash, 
which swells the ratio to 10%, is, then, a stage army, as Mr. 
Keynes has described it,^ appearing agam and again inj:he 
weekly figures of the banks. This silly and somewhat dis- 
reputable pxactice is known as window dressing. The true 
cash ratio moves around 9%. 

Money at call and short notice is made up of funds lent 
to the money market. When the Bank of England decreases 
its liabilities, thereby depriving the joint-stock banks of some 
of their cash, they call funds from the money market; if the, 
shortage of loans is acute, the money market has to borrow 
from the Bank — at Bank rate; the marked, as the saying,goes, is 
forced “ into the Bank”. Thus, money market dj^scount rates 
are increased to thejevel of Bank rate, since the market cannot 
afford to make a loss by using funds borrowed at Bank rate 
for discounting at a lower figure. In this way, the decrease of 
its liabilities, effected through sales of securities, enables the 
Bank to make its rate of discount effective in the market. In 
fact, such sales- of securities aref often unnecessary; the know- 
ledge of the Bank’s power is ijsuaily enough to make its rate 
effective. This is the standara„Bank rate technique, particu- 
larly adapted for contracting credit. When "there is no need 
to contract credit (as there has not been during the last five 
years). Bank rate stands hi^ and dry •above the tides of 
market rate, and the market is never in the Bahk. Actually,^ 
Bank rate has stood at 2% since SO^June 19S2. 

“Call money” usuaEy stands at about 7%, which is con- 
sidered from experience to be the ideal figure. 

J. M. Keynes: A Treatise on Money, 1930, Volume II, page 56. 
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§ills discounted are composed of international trade bills, 
treasury bills, and a small volume of inland bills deriving from 
hire-purchase business; the clearing banks may, m the future, 
• ovescome their present caution in holding the last nSmed; thus 
bills discounted may increase somewhat in the future, for this 
reason, and on account of an increase in the available volume 
of international trade bills. On the other hand, the present 
percentage is little below normal, and an increase in holdings 
of commercial Inlls may be made at the expense of reductions 
in treasury bill iToldings. • 

Investments, at 26 - 2 % , are much higher than the banks like; 
they would much prefer a figure of about 12% to 15%. On 
the other han§, they would prefer their advances to be much 
higher, of the order^of 50%. Yet it will be somewhat difficult 
for* them to decrease their investments: if growing recovery 
stimulates the demand for advances, gilt edged securities will 
be weak on the stock exchange because the public will be 
buying .ordinary shares; if, therefore, the banks sell some of 
their gilt edged securities in order to be* able to increase their 
advances, the gilt edged market will fall pr^ipitously, so 
driving long-term interest rates upward. The banks would 
.show a loss on the capital value of the securities remammg, 
which they naturally want to avoid doing. This difficulty may 
be solved by the Bank of England providing more cash so 
that the joijjt-stock banks can increase ffieir advances without 
selling securities. 

The liabilities of customers for ^acceptances, endorsements, 
etc., is a self-balancing item occurring also among the assets; 
it relates chiefly to foreign exchange operations. 

On the side of liabilities, the reserve fund is a liability in 
the sense that it is the property of the banks’ shareholders. 
The notes in circulation are^ practically all, notes of the 
NatidhalJBan^ circulating in Iceland. But all the liabilities are 
inconsiderable bSside-the current, deposit and other accounts. 
These have increased l?y about 25% since June 1932. 

The banks’ statements do not reveal their full strength. 
.They possess bidden reserves, partly concealed among current 
deposit and other accounts. These have been anoassed chiefly 
by valuingjnvestment assets at purcfiase price, nominal value, 
or Cerent value, whichever be the lowest; thus, what is 
entered in their balance-sheets as worth £100 may really !be 
. * . 231 • . • . 
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worth £120. The transfer of funds from one successful in^/est- 
ment to angtther serves to conceal more and more. The 
writing-off as bad debts of sums later recovered from customers 
is also aVay in ^which secret reserves have been built* up. ' 
Another means to the same end is writing down the value of 
bank premises. It is known that these secret reserves are upon 
a very large scale, but naturally no figures are available. 


§n 

The small trader. Rates charged. Medium-term capital. 
Bankers’ participation in industry. Long-tepn capital and 
the public. ^ 

The complaint is frequently heard that the banks fail to 
provide adequate credit facilities for small traders, but have 
more than enough funds available for large scale enterprises. 
The first comment to make in this connection ig that the large 
scale enterprise usually can, and the small man frequently 
cannot, provide the bank with suitable collateral. The banks 
do not advertise the fact that some of thaar loans are mader 
without collateral, but, in fact, they do give considerable sums 
as credit upon personal security only. No one should blame 
the banks for being *cautious about lending to, small men 
without collateral: the incidence of bankruptcy among small 
shopkeepers, for instance, is too great to permit much lending 
secured only upon the tra*^esman’s honesty and ability; un- 
happily, too many honest, hard-workifig persons fail in retail 
trade and other small businesses.. 

If bank credit to small scal£ enterprise is to be extended 
greatly, it were better that somp special institution were set up 
for the purpose; it would have tp acquire a knovjledgp of local 
conditions and small firms’ risks and prospe'cts tvhich is cer- 
tainly beyond the scope of the present banking system; and it 
seems likely that the inquisitorial methods necessarily employed 
would rouse great hostility; for a small credits' bank would, 
have to find out not only^about the business position, but also 
about the personal life of 'its prospective customers tp an extent 
which would horrify existing bank managers. Granted all 
tl&, the rates charg^ by a small credits bank would be high 
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because of the nature of the risks accepted, and because its 
expanses would be high. 

Alternatively, it might be possible to dovefail a special 
. credit institution with the system of suppliers granting credit 
to small undertakings : if the special bank provided the credit, 
and the suppliers of the small hrms took at least a part of the 
risk, it might be possible to build up a useful organisation. 
But a big extension of credit by the existing banks m favour 
of the small entrepreneur should not be looked for. 

A more valid criticism of th^ banks touches the rates of 
interest charged by them for advances. Rates seem particularly 
onerous* in times of depression: when, for instance. Bank rate 
is 2%, the short-term rate in the money market -|%, and the 
rate allowed 6y the banks on deposit accounts also ^%, then 
a ^te of 4% -5% on advances and overdrafts seems excessive. 
The banks’ customary answer to this challenge is to show 
that their profits are made from a very small margin, which is 
quite tnie. But when the banks go on to assert that com- 
petition among themselves assures all the benefits possible for 
the public, both in respect of rates and in other ways, then 
they are falling into the trap inadvertently prepared for the 
.unwary by econoijjists of an earlier age. For, the competition 
which must reduce prices and so serve the public interest, is 
not that among a few semi-monopolists (which is what the 
banks are)* competition among “ oli^ppolists ” may reduce 
prices; on the other hand, it may lead to ij’asteful expense and 
raise prices. Thus, when we observe each of the big banks 
spending large sums upon openiri^ new branches, spfendidly 
housed and equipped, in places where one bank (with perhaps 
double the stafiD cpuld perfotjn, perfectly well, the business 
done by four or five branches* we may feel doubt as to whether 
this competition works out to the public benefit. 

But if we feel that the ba^s’ lending rates are excessively 
high, we*mus^ n«t overstate the position apd allege that depres- 
sion could always be burSd by a lowering of rates. This is 
not so : while a process of deflation is going on, no practicable 
lowering of rates, even given the nationalisation of the banking 
* system, could cBeck and* reverse the tide of bysiness; other 
action is needed for that. • 

The laSc of lending for medium terms, say one to five years, 
is another subject of complaint. The banks may certainly*be 
' 233 * • H* . 
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criticised in this respect. No doubt it is perfectly true that such 
business is inappropriate for banks of deposit, whose assets 
must be of fhe most liquid kind consonant with reasonable 
profits. But the bqnks fiiight have set up a subsidiary comaany « 
to perform medium-term lending. In fact, it was left to the 
Bank of England to do this, through an offspring called the 
Bankers’, Industrial Development Company. It is highly 
inappropriate that the central bjank should have had to set up 
such a firm. As well, we find Bank of England support given 
to the Securities Manageigent Trust, formSd, in 1929, to 
investigate and advise on all financial, industrial and economic 
questions, but also holding securities on its own account; to 
the Lancashire Cotton Corporation, a large undertaking 
designed for the rationalisation of some of the co'tton industry’s 
wrecks and vessels in distress; to the United Dominions Trust, 
a firm, now grown to great size, performing hire-purchase 
finance and,^imilar business; and to the National Shipbuilders’ 
Security Company, designed to foster the shipbuilding industry, 
partly by actually acquiring yards. r 

We see the' Bank taking an active, though not extensive, 
part in supporting British industry in certain vital directions. 

It is true that the Reichsbank and the Banqjje de France have,^ 
in former years, gone much farther along the same road; but 
it is still true that this is not the proper role for the, central 
institution. The member banks of France and Germany are 
much more closely ^associated with industry than*the English 
ones are; and industry in those countries has benefited very 
greatly '"from the connectiofi; it led to excessive locking up of 
resources, which should have been kept liquid, in Germany, 
and no one will urge our joipt-stock banks to tie up their 
fortunes with a» particular industty. The 'fact remains, how- 
ever, that the connection between industry and the banks could 
be strengthened with mutual advantage; and the most suitable 
link would seem to Jie subsidiary finance,compan?es, prepared, 
if necessary, to support reasonable Undertakings for periods as 
long as ten years. 

Another aspect of the provision of capital is the manner 
in which th§ public is asked to subscribe long-term funds. ' 
There are variations in “the technique employed, and .some 
differentiation of function among those concemeef with new 
issues; briefly, some firm issues the prospectus and aT)ank 
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agrees to accept the subscriptions of the public to the shares. 
The important points, however, are these: the public is well 
protected from fraud and bad investment in the case of issues 
• for. countries overseas, because certain lajrge and? reputable 
firms concern themselves with foreign issues; the reputation of 
these firms depends upon the success of the issues sponsored 
by them, and the greatest care and skill are devoted tck ensuring 
the soundness of the shares offered, and to fixing their sub- 
scription price equitably. No such protection for the investor 
exists in the cas*e of issues for companies located within Great 
Britain.^ Such issues may be good or they may be poor, worth 
much le*ss than the price given by the public; shares offered are 
sometimes “straightforward swindles”, worthless. The firms 
issuing prospectuses sound or they may be frankly 

frqjidulent. The details of a prospectus may be reliable 
estimates and representative figures, or they may be wildly 
optimistic guesses and irrelevant figures. . 

The public falls into the traps. As has been pointed out 
many times, tlje innocent investor sees fhe name of one of the 
big five in large letters on the prospectus: he’imagines, in a 
vague sort of way, that the bank is associating itseff with the 
.issue; the prospecius must be good, he supposes, if a great 
bank is in it. In fact, however, the great bank does nothing 
at all except receive «ubscriptions for shares; it is in no way 
responsible ^or the issue. * 

It is clear that this state of affairs i^ unsatisfactory and 
must stop. But, of recent years, the volume of new issues has 
been so small that there has been insufficient scope *for the 
establishment of large* and reliable issue firms.^ Now that 
boom conditions approach, it ii to be feared that disreputable 
firms will reappear. • . , 

^ QJie highly successful firm, Meiers. Philip Hill Sc Partners Ltd., was 
incorpora ttd in«1932; apparently, ksue business does not constitute the 
whole of its activities. • 
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Some teclmical derails hf capital transactions. Various \^ays 
of getting the public in: private issue, public issue, offers of 
sale, slock exchange introduction. The stock exchange, a 
second-hand capital market; the stock exchange committee; 
the account; bulls, bears, stpgs; contango, backwardation. 
Stock exchange speculation. Wall Street^ 

m 

Looking more closely at the machinery for attracting 
permanent^ (monetary) capital, we may distinguish four differ- 
ent devices employed. The first of these is ppyate ..issue ; it 
includes the cases wherein a firm is started with a man’s own 
means, with money subscribed by a frienfl or by a syndicate 
of business men. This is the type of financing practised by 
small undertakings : for example, unit retail shops. Properly 
speaking, this method does not get the public in, but only a 
few acquaintances. Private issue accounts for ^ considerable 
proportion of all capital issues. ; . 

Another method is jiublic issue, a process in which several 
firms participate. In the first place a pronjoter, who is often 
a single person, but sometimes a sjmdicate, decides to “ float ” * 
a company; it may not be an entirely Eew enterprise, in the 
sense that it is floated t« acquire one or more existing businesses 
(often private ones)» The promoter plans the ente^rise, fixes 
the amount of the capital, and usually applies to the authorities 
for the'’ registration of the* prospective enterprise. Then he 
arranges that some firm, preferably a ' well-known one, shall 
issue the prospectus. The prcipaoter may ,be remunerated by 
a cash paymentr by a block of shares in tfie business (usually 
ordinary shares), by a seat on the board, or by some combina- 
tion of these. If he retains inferest in the firni, he has some 
reason for trying to make it a success; ]but, ki lenefal, he is 
interested in seeing that the capital is asffarge as possible, since 
his remuneration bears some sort of relation to the amount of 
capital. The issuers, on the other hand, probably underwrite 
the issue, that is, agree to buy any shares the? public does not ' 
subscribe for. Their interest, therefore, is to make the isspe as 

hWe say “permanent” so as to exclude consideration of t&xmomiy 
borrowing from bapfes or ptbers, 
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. atti^ctive as possible, so that the public will buy the whole 
thing, and they wEl not be left to buy any; |or, on those 
shares they purchase, they may make, a loss, since the shares 

• will fall to a discount on the stock exchange, and*the issuers 
have either to lock up their funds or else to sell shares at a 
loss. Thus the issuers ought to see that the public will get a 
reasonable and proper bargain for its money; unhappily, un- 
reliable issuers may be content to make an issue, really a very 
poor investmenl, ^appear to be good. The issuing firm may be 
a substantial stockbroking house? or an old established mer- 
chant hanker, or it may be a worthless company, set up solely 
for the purpose of making the issue. 

It probab^ falls to the issuing house to ascertain whether 
the shares about to»be issued will comply with the regulations 
of»the stock exchange; if not, the terms of the intended issue 
will have to be changed, because the stock exchange deals only 
in those shares which comply with its regulations. • The issuing 
house is almost certain to arrange sub-pnderwriting contracts; 
that is, that oSier firms shall subscribe for some of the shares 
which the public does not take. As mentioned in the last 
section, an arrangement is made with a bank that it shall accept 

• subscriptions to shares from the public. Then the issue is 

made. j 

A third manner bf attracting capital is by offers of sale. 
The chief difference between this metlfed and the second one 
is that the issuers (usually an issuing house or a firm of 
brokers) buy all the shares of the^ew company and resell to 
the public by means of a prospectus. The legal requirements 
are now practically tKe same in these last two cases. The 
general feeling is that the commissions drawn by those making 
offers of sale, and, equally, tlfese accruing to anderwriters and 
sub-underwriters, and likewise the rewards of promoters, are 
all eilce^iveV high.^ • 

The last* met!iod is.known as stock exehange introduction. 
It consists of nothing more than obtaining permission for the ’ 
shares to be dealt in upon the stock exchange. This method 

, is also called'placing. A syndicate (or pool) is formed which 
either owns all me share^to start with, or buys them from the 
issuers. liY^en leave to deal is obtamed, the syndicate begins 
to uiiload the shares on the stock exchange, usually acting 
^ See Ecommisi^ 24 October. 1936, pages 170-17L 
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through, a single firm of brokers (who are, perhaps, the issuers). 
The syndicate does not unload quickly, because that will send 
down the ^rice of the ^ares, and therewith the pool’s profits; 
on the contrary, they act cautiously, waiting for the public 
to come in and buy, watching the stock exchange price and 
slowly unloading the shares so as to maximise their profits (or, 
if the new firm is not a success, to minimise their losses). 

A stock exchange is like a^ second-hand share market; it 
deals in old stocks and shares; these are to be preferred to new 
ones because investors, othfirwise ill-informed, will be able to 
form a judgment of their worth from the prices quoted for 
them. A stock exchange comes near to being the “ perfect 
market” of economic theory. The London stock exchange, 
much larger in every respect than the few exchanges existing 
in the provinces, has about four thousand members, eaefe of 
whom may employ an authorised clerk to assist him in deal- 
ing; the members belong to a great number of separate firms, 
so that dealing is highly competitive. In addition, there are 
outside brokers, who are not members, but these are of less 
repute because some of their number have resorted occasion- 
ally to dishonest practices. The uniformity, durability and 
limited supply of the individual stocks and •Shares dealt in are^ 
other factors making for perfect market conditions. 

Apart from a board, charged with tKe management of the 
buildings in Throgmofeon Street, the (London) stock exchange 
is governed by a committee, whose rules and decisions are 
binding upon members. Ejoth the board of managers and the 
committee Sre elected by and from the members. 

Except for those relating to Empire governmental stocks, 
bargains on the stock exchange, like forward exchange deal- 
ings, are not pa5d for, hor the sdrip delivered, at once. There 
is a special settlement, or account, day, which usually falls once 
a fortnight, generally on a Thursday; but the accounLstretches 
over three weeks when a public holiday comes within the 
period; thus, there are twenty-four accounts during the year. 

Many people speculate on the stock exchange, some regu- 
larly, some' occasionally. The system of |or&ightly setfie-r 
ments facilitates speculation since a'^sale early in the account 
can be offset by a purchase later : in that case, thq. specGlator 
neyer actually receives (nor delivers) the shares, and do«s not 
have to pay (nor receive payment) for them; he either pays or 
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. receives merely the difference between the purchase price and 
the sale price. A man who contracts to buy shares, hoping 
they will go up, and not meaning to Jiold them but to offset 
’ thei?: cost with a later sale^ is known as a bull. His opposite, 
who sells shares (which he often does not possess), hoping he 
will be able to buy them back more cheaply, is called a bear. 
Another animal is the stag, who applies for new issues, 
especially high-class ones, hoping that they will go to a 
premium before, the issue is finished; he does not mean to hold 
the shares, although he may have ?o pay the first instalment of 
the issue price before he sells at a profit. 

But it is possible, and indeed quite usual, to speculate for a 
period longer»than the account: in such cases, the bargain 
must be carried o'^er to the next account. If a bull finds 
th*t the shares which he has contracted to buy have failed to 
rise, he ipay “contango” them: this means that the bull’s 
broker must virtually borrow money from a jobber (usually 
the one. with whom the bargain was made); the borrowing rate 
includes a rate of interest per annum and, the difference 
between the buying price and the price on contango day; the 
latter, which is called making-up price, is fixed by the clerk of 
'the house (a stocic exchange official), not by an individual 
jobber; contango day is the Monday before the Thursday 
settlement day (or thd Friday before a Wednesday settlement); 
the first four days of the first week of ^ ordinary, fortnightly 
account are collectively known as the settiement (of the last 
account); they are simultaneously, the first four daya, of the 
new account. When a bull’s broker virtually borfows money 
from a jobber, he makes a double bargain, a sale of the shares 
for the old account at making-up price, and, offsetting this, 
a purchase at the same price for the ne^ accoflnt. 

If. a bear wishes to carry over a transaction, because the 
shares have^gone up, and not^own as he expected, his broker 
arranges to borrow froqi thp jobber, not money, but the shares: 
the broker buys them for the old account and sells them for 
the new one.^ The' difference in price which the bear pays is 
• called backwardation. 

We should observe, bdfore leaving this subject; that success- 
ful speculation on the stock exchange, like most speculation, 
consists in buying what the public and the market are buyipg, 
and selling what they are selling. For success, it is not always 
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enough to behave wisely, buying stocks and shares which r^^ally 
do stand low compared with a reasonable capitalisation of 
their prospective yield, ^nd selling those which stand too high. 
Indeed, speculation on sound, realistic lines may yield losses. 
It pays to be with, or rather before, the market: if the market 
is chasing worthless shares up to a great price, the successful 
speculator will be among the early buyers — and among the 
early sellers. On the whole, it is very unusual for shares to 
stand at prices either absurdly high or absurdly low. In a 
stock exchange boom, all ofdinary shares stand somewhat too 
high, and in a slump they occasionally fall excessively low. 

The New York stock exchange is notably more volatile 
than the London one. The absurdly high pr^es sometimes 
prevailing in the former do not reflect the actions of the pro- 
fessional dealers, of course, but those of the public. If a con- 
viction of optimism spreads and increases among a hundred 
and twenty million people, such numbers may bull the market 
as to render prices fantastic. So it was in 1928 and 1929; 
after the boom»burst, the prices of securities collapsed to levels 
much lower than those of similar securities in England. 
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" CHAPTER XV 

c 

THE CONTROL OF MONEY 
§l 

The ultimate responsibility of the government. Treasury and 
central bank. The Bank of England: composition of the 
court of governors. Traditional secrecy in Bank policy: 
the reasons for it and the recent tendency of telling the 
market. » 

It is the goyernment, of course, which is ult^ately respon- 
sible for controlling the monetary system of its country. 
The government exercises control through its own monetary 
department, the Treasury; but Treasujy control is not a simple,^ 
constant authority; for the Treasury is not peopled by experts 
in banking and international finance, but rather by taxation 
and revenue specialists. Thus, in practice, the larger aspects 
of the Treasury’s fiijancial policy derive from the advice given 
to it by the central bank. This is more especially true in the 
case or an old-established Central bank of great prestige, like 
the Bank of England. Power, as ever, passes to those who can 
use it — in this instance, by reaspn of their special knowledge. 

But perhaps?it is true that Tseasury control of the Bank of 
England is greater now than it was only a few years ago. 
Some say that the battle for tffe socialisation of the B^k is 
won already — by a.Conservative govemjnen^.— In substance, 
though not yet in form. It is vei^ hard to pronounce with 
certainty upon such a question, for too much depends upon 
the personalities involved, and these change somewhat rapidly. 
The govemnipnt has great powers : e 

L over the volume of internal long-term issues; 

.2. over the effective short-term rate of interest by ^leans 
of treasury bill policy; 
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3. over the volume of external long-term lending; 

4. over the whole money market in diverse v^ys by means 
of the Exchange Equalisation i^'und. 

The influence of the Bank, representing the City rather than 
business as a whole, is not, say some, what it was. 

Some governments pursue a financial course of a somewhat 
independent nature, but, in -general, any policy which a 
country’s centra? bank regards as unworkable will not be 
attempted by a government. TBe position is more open if 
the government desires a policy which the central bank declares 
to be practicable but unwise ; in such circumstances, the Bank 
of England wpuld probably have its way; the Bank of Japan 
would probably not; and the Reichsbank would probably have 
toiipress its opinions in the strongest terms and then obtain only 
a part of the concessions sought. Clearly, the relationship 
between the Treasury and the central bank is a fluid one: a 
change, of government or of the directing personnel at the 
central bank aii^t alter profoundly the respective powers of 
the two authorities in any cotmtry. 

It is interesting to observe, in view of the importance of 
-the personal factor, the sotnces from which the Bank of 
England draws its governors. Before the joint-stock banks 
existed at all, the Baftk was closely associated with the private 
bankers, the discount houses and certa&i great merchant firms. 
The governors were drawn from these, particularly from the 
ones possessing an international vi^w on the subject of^money. 
This seemed wise, because the Bank had necessarily to take 
a similar view; on the other hand, the Bank might be in 
danger of neglecting somewhat»the internal results of its policy 
if its eyes were too rigidly fixfid on extdtnal elSfects. 

No one associated with a |pint-stock bank is asked to join 
the dburi of governors. At fii^t, no doubt, jealousy on the part 
of the private bSnkers^was the principal reason for this prac- 
tice; but there stiU remain two valid reasons, namely, that 
joint-stock bankers might take too domestic a view of the 
, Bank’s problems, and that they might see into %ach others’ 
aflfairs to an unwarrantable extent, if granted -seats in the 
court of governors. 

Iij modem times, at least, the Bank has been too exclusive 
towards the joint-stock banks: it used not to make known to 
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them its policy, a practice which may have been justifiable 
during the kst century, but was certainly unwise after the 
War. This, too, aroge from the jealousy of the private 
bankers, and continued for no good reason, the supposition 
apparently having been that the joint-stock banks could 
ascertain the Bank’s policy sufficiently well from its actions. 

During the War, and since, this policy has been reversed 
to a considerable extent. The Bank has drawn its directors 
from a wider sphere, now includmg outstanding men from 
the world of commerce and industry; and its intentions are 
made known to the money market in general. In 1,931, the 
lack of information was still a matter of complaint among 
joint-stock bankers, but the Bank has, sincCr then, further 
modified its secretive attitude.^ 


§n 

Control by a central bank: 

(/) Bank rate; 

Hi) Open market operations; 

Hii> Moral suasion; " 

(iv) Exchange Funds; 

(v) Altering cash ratios; 

(vi) Taxing currency. r 

: :r. ■; ■ 

Th^re are some six di^erent devices (as above) which a 
central bank may employ to control the monetary system of 
its country; we have described most of them already. The first 
two may be summarised together since they are usually 
operated together. A^ise in Bank rate is frequently accom- 
panied by a sale of securities on the part of the central 
and a decrease of Bank rate by^^a purchase of sepurities. The 
phrase open market operations is commbnlj^ used to describe 
these transactions in securities wfierefey the amount of the 

^ On 26 Jaituary 1937, before the annual meeting of th<5 shareholders of 
the Midland Bank, the Right Hon. Reginald McKenna (chairman of the ^ 
bank) remarked:: “ we have now a highly co-ordinated monetary 
system. The few great commercial banks work in harmonv wi#i the 
central bank, and ail, in matters affecting trade and industry^ as a whole, 
acts-under such general directions aS: the Treasury may find it advisStoie to 
give.” (See The Economist^ 30 January 1937, page 25l) 
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central bank’s liabilities is altered. Since the War, open 
market operations conducted without changes ^ Bank rate 
have been quite common, to some extent replacing the older 
• pre-ivar technique of Bank rate changes aloae. • 

When the Bank of England puts up Bank rate and sells 
securities, two results tend to* contract the volume of credit: 
firstly, the joint-stock banks, finding their cash at She Bank 
reduced, call loans from the money market, a process which 
disturbs the equilibrium of the market and leads to a higher 
price for borrowing, that is, higlier market rates of interest; 
if the market is actually forced into the Bank, the market rates 
will advance right up to the level of Bank rate, itself now 
increased. Tim sympathetic rise in interest rates in conformity 
with a rise in Banl^ rate is nothing more than a process of 
artficipation on the part of the market, which is naturally 
aware that the Bank can insist on a higher level of rates by 
selling securities. 

In t^e second place, there is the disturbance of the relation- 
ship between •long-term and short-tenn interest rates: if 
short-term rates rise and long-term ones remain stable, short- 
term securities become more attractive to investors acting upon 
^ constant schedule of liquidity-preference. Such persons are 
impelled to transfer their funds to shorter dated assets; the 
tendenoy to sell the* longer dated ones drives down their 
capital valup, which is the same thing* as raising the longer 
interest rates. The effect is commonly reinforced because the 
schedule of liquidity-preference alters : seeing a rise in interest 
rates, investors fear a further increSse and reraove«thei!’ funds 
from longer securities,* whose capital value can fall far, to 
shorter securities whose capital,value is kept high by the fact 
that the repayment of the fuH nominal amount will soon be 
madejby the borrower. 

The :^urther effects of an iqlirease in the whole schedule of 
interest rates (lerJve from the altered relationship between this 
schedule and the schedule df the marginal efficiency of capital. 
Prospective profits, shrink, and therewith the demand for 
^credit: spending, production, employment and prkes all pro- 
ceed to lower levSls than would have obtained if interest rates 
had jaot been raised by authoritarian action. If the schedule 
of the marginal efficiency of capital was greatly above the 
schedule of interest rates, the increase in the latter may still 
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fail to bring the two schedules into an equilibrium relationship; 
in this case,^a boom will develop. On the other hand, infla- ' 
tionary disequilibrium may be replaced by deflationary dis- 
equilibriufti; then..the boom will give place to crisis. t 

Conversely, a lowering of Bank rate, accompanied by pur- 
chases of securities designed to provide the member banks with 
more cash, results in a lower schedule of interest rates, and thus 
enhances prospective profits. TJie improvement of the business 
outlook may still be insufiicient to bring £nuch relief from 
depression, or it may be* enough to generate a powerful 
cumulative process which will reveal itself sooner or^ later as 
inflationary. 

The perfection of Bank rate technique, associated with 
open market operations, belongs to the, post-war period of 
stabilisation, when the gold standard obtained; we may there- 
fore think of it as designed particularly for the maintenance 
of external .equilibrium, as a device to keep up the value of 
the currency on the foreign exchanges (at the cost, in jflie case 
of Great Britain, of optimum internal equilibrium). A more 
subtle technique, also practised to this end, is commonly 
described as moral suasion on the part of the central bank. 

In the case of England, the moral suasion has particular, 
reference to the rate and destination of investment. The Bank 
could, of course, ruin any firm performing new issue business. 

If one of the highly (Respected private banks, specialising in 
issue for overseas, jjetermined to issue a large loan in face of 
the opposition of the Bank, the Bank could retaliate by 
raising'- interest rates vigorously. If the Bank’s counter- 
measure were sufiiciently swift in effect, the private bank 
would probably be left with the bulk of the issue on its hands; 
if the Bank’s action took longer to make itself felt, the sub- 
scribers to the new loan would find that their bonds had^fallen 
- heavily almost as soon as ff^rchased. A very fgw 'loans 
issued with either of these results would 'brifig disaster to the 
private banker. '■ *' 

Indeed, it is probable that the Bank need only whisper 
about the money market that interest rates are" likely to rise, . 
and the news will travel rapidly, viatthe stock exchange to the* 
public, interest rates will actually begin to rise and so»spoiI 
the prospects of the new issue. It is well to remembg that 
thO Bank possesses this power, for it does not appear in prac- 
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tice.^ On the contrary, very intimate and agreeable relations 
exisf between the Bank of England on the one l^nd, and, on 
the other hand, the private banks, discount houses and other 
• long-established elements in the money market, ft is from 
these firms thafthe governors of the Bank are djawn. When 
overseas issues are mooted, it is customary for the prospec- 
tive issuer to obtain the blessing of the Bank or to decline to 
undertake the issue. No doubt there have been times when 
the Bank has ^ivsn, so to speak, an all-clear signal, thereby 
permitting overseas issues to be made without specific refer- 
ence to .itself. But such conditions have not been character- 
istic of the post-war era. Since 1931, it appears to have been 
the Treasury ^rather than the Bank which has desired to 
throttle down the r^te of investment. 

*The Bank’s influence over internal issues is not so com- 
plete; at least, it is not perfect in times of great prosperity. 
But it is to be expected that the moral suasion will* cover quite 
adequately this field as well, especially if the future brings 
forth tlie establishment of sound and reliable, internal issue 
houses. 

The purpose of the control of new issues is, as stated above, 
^o influence the foreign exchanges. An issue in Great Britain 
for overseas entails a strong depressing force on sterling; the 
Bank was particularly anxious to avoid this, for instance, in 
early 1925, yvhen the return to gold was imminent. Internal 
issues, by raising the economic temperature, so that employ- 
ment, production and prices all tend to increase, have a 
similar but indirect influence on the exchanges. In* 193’^ there 
was an especial desire cm the part of the Treasury to stop new 
issues; the authorities urgently .desired low interest rates and 
a scarcity of securities m order to facilitate* the great con- 
versiop operation which was carried out so successfully in that 
year. * , . ,* 

It is clear that the virtue of controlling new issues does 
not derive solely from its ififluence on foreign exchange rates. 
It might be an effective weapon for use within a policy 
jlesigned to curtail incipient boom conditions. With the recent 
trend towards co-iirdinatioo among our monetaiy.institutionSi 
perhaps something of this sort is to be'expected. Indeed, moral 
suasion may become the instrument for controlling other com- 
ponents of monetary life besides the rates of investment 
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Moral suasion as such is not a reversible device: the Bank 
cannot talk |he market into a state of prosperity. If we'"con- 
fine our attention to the rate of investment, however, and con- 
sider the \iitimats monetary authority, then it is otherv^ise : ^ 
investment i? a stream whose level and pace can be regulated 
very efficiently by manipulatmg*the flow of government capital 
expendiljire. 

For regulating the f oreign .exchanges, the Bank also pos- 
sesses the Exchange Equalisation Account.* This is a logical 
development. The old goid standard workM more or less 
happily: more so in times gone by, and less so latterly. It 
was essentially a rule-of-thumb system: gold went out. Bank 
rate went up; short-term balances came in, gold came in. Bank 
rate went down. The system worked according to the hard- 
and-fast nursery rules of correct behaviour suitable to mone^p? 
childhood. Monetary manhood is upon us now : latitude, dis- 
cretion and. judgment in the application of economic science, 
these are the operating forces of the new monetary^ system. 
Exchange Funds are part of the apparatus of flexibility : now 
that we are older, we are allowed to have cushions on our 
chairs. 

Exchange Funds, whose resources can virtually be supple; 
mented, in the case of Great Britain, by alterations of the 
Fiduciary Issue, constitute the ideal machinery for exchange 
control. If, after ailr Exchange Funds were liquidated, and 
a return made to, the old-type, rigid gold standard, many 
would feel that a step in the wrong direction had been taken; 
that sflch measures were retrogressive; and that time would 
bring another rigid gold standard fiasco, thereby showing the 
futility of trying to put the mpnetary clogk back. 

A further oontrollkig device*, having much the same effect 
as open market operations, may be used by central banks. We 
know that the joint-stock banR| keep balances with _th^ Bank 
of England; they -do so voluntarily, usually Iholding sums 
equivalent to about 4% of their deposits in this form. If it 
were made legally binding upon them to- keep a certain per- 
centage of Their deposits as reserves at the Bank', and the Bank 
were given power to alter this percentage at its discretion, then” 
it would possess a very useful instrument of authority.^ jf the 

Macmillan Committee, discussing this technique, urged the view 
that a statutory embodiment was unnecessary; that the Bank should 
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.amojpt of the banks’ deposits at the Bank of England were 
increased compulsorily by 1 %, they would hav^ to contract 
their deposits by about 10%, and the, various assets corres- 
•poniing to these by a similar margin.^ Thus the effect would 
be equivalent to that of an open market opera|ton. But it 
would be superior, so it is claimed, since all parts of the credit 
structure, short- and long-term securities, bills, gik edged, 
advances, etc., would all be affected by such a technique, 
whereas the effect of open market operations falls with dis- 
proportionate incidence upon shoft-term securities, since the 
Bank’s iransactions are limited by custom to this market. 
Whilst this is true, it may still be argued that the best method 
of all would that the central bank should cany out open 
market operations on a broader scale, dealing in terms of 
seciirities of all lengths of life. 

The alteration of cash ratios has been practised recently 
in the United States, not, indeed, with a view to filtering the 
volume f»f credit at once, but in order to absorb member banks’ 
excess reserves<«vhose unfettered existence threatened inflation. 

This device of altering reserve ratios may excite derision as 
being another example of an “inedible iron ration”; but it 
must be remembei^ed that, if the ratios are increased when 
inflation threatens, they should be decreased in order to dispel 
depression. It must be admitted, however, that this instrument 
is more likely to be effective in curbing excessive credit expan- 
sion than in stimulating recovery, for, while depression reigns, 
it is borrowers, not the loanable resources, which are lacking. 

Indeed, it is somewhat true of all central bank Control that 
it is more efficacious in bhecking inflation than in curing defla- 
tion and depression.. One device, however, has been invented, 
and practised tentatively, wife the so!e obja:t of relieving 
slump.conditions. This device is a tax upon currency ; ® every 
month io^ ev^ry week) holden^^f currency can be required to 
affix to eacH of theff.notes a stamp equivalent to a certain 
percentage of the value of t&e note. It seems that quite a small 

represent to the joint-sfock banks the cash percentage which it thought 
appropriate to thte moment, on the understanding that the %anks should 
%lter their cash ratios in accordance .with the views of the central institution. 
It does not really make very much differencf. (See Reporf of Committee 
on Fimwce and Industry, 1931, f370.> 

^ Assuming that a compulsory raising of reserve deposits at the Bank 
of EngllPnd were not offset by a .decrease in their holding of currency. 

* A proposal first put forward by Silvio Gesell. 
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percentage (1 % per month) is suflhcient to produce the desired 
effect. The iicheme cannot be extended to coins, but that does 
not spoil its efficacy; [t could be adapted very easily to suit 
a monetafy system, like the British one, in which cheque- 
deposits plaS/ed the chief part. We may regard the results 
either as increasmg the velocify of circulation, since people 
pay away their notes in order to avoid incurring the tax, or as 
a tax upon the extreme form of liquidity, the holding of 
currency. There is no loophole in the systep, for it can be 
ordained that notes not stamped on the due date shall lose the 
whole of their value. The effect upon liquidity-ppference 
appears to be so great that some people resort even to paying 
ordinary taxes in advance in order to avoi4 the currency 
impost. Finance ministers, fearful of war, might do well to 
keep the idea of such an effective measure in the back of tljeir 
minds. 

There is nothing intrinsically unsound about this instru- 
ment of control; it^is certainly somewhat startling in its 
novelty, and it has been tried upon only a smaR scale (notably 
in the Austrian township of Worgl in 1934). But it exists as 
a possible method of tapping the springs of enterprise in 
desperate circumstances. " r 

§ni 

International control: the co-operation agreement and the Bank 
for International Settlements. 

It is cibar that one national moiietary system is closely 
related to others, through the foreign exchanges, international 
prices, movements of short-tean funds and long-term invest- 
ment. There Ste also" the pers6nal relations existing between 
directors of the different central banks, and, in addition, the 
co-operation agreement of Swtember 1936 b^twefJn ‘'Great 
Britain, France and the United Stages. , - " 

It is obvious that if countries' pursue monetary policies 
designed to secure full employment, the foreign exchanges may 
vary, to the detriment of international lending anyhow, andr 
probably of international trade alliO to some extent.^ For 

' Unless we may accept as a permanent state of affairs '‘circunStances 
wberein Exchange Equalisation Funds maintain various currencies -at fixed 
external values while their interna! values diverge. 
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national prices will be affected by the different rates of pro- 
gress in production enjoyed by the various counties: if tech- 
nological improvement is rapid in the United States and 
.relatively slow in France, that will tend'to increase the exports 
of the United States and to decrease those of France, a process 
tending to raise the dollar and*to lower the franc. In addition, 
tariff changes will affect the strengths of different currencies in 
opposite directions. 

The question which we have to consider is how the con- 
flict between full employment and stable exchanges can best 
be treated. Since it is a supemational problem, it seems reason- 
able to consider the policy of some supernational authority, for 
it is not to be thought that other countries will resign the 
management ol international monetary questions to any one 
pa;^ticular national central bank. There was, indeed, a time, 
before the War, when the Bank of England almost attained to 
the position of an international central bank, but the peculiar 
circumstances leading to this somewhat anomalous state of 
affairs will nev§r recur; on the contrary, "the trepd of events is 
entirely the other way : the central banks of leading countries 
are becoming more similar in the extent of their power and 
authority. , 

There exists, however, an institution which almost attains to 
the statjis of a supemational monetary authority. It is called 
the Bank for International Settlements 4.ox, more shortly, the 
B.I.S.). The’B.I.S. was not set up as an intejnational authority; 
its origin was as follows. The reparation payments due from 
Germany under the Treaty of Versailles and the •inter-allied 
debts contracted duringthe War presented the most formidable 
difficulties of transfej: : the variojis governments managed, until 
the great depression, to colleot the necsssary sums from their 
nationals by taxation, or by borrowing; but, since the sums 
were Sue in foreign currencies/there was the additional prob- 
lem of ejfchanging tl^jn into the payee’s money; clearly, ff the 
Treasury merely instrdbtecf the central bank to buy tens of 
millions of pounds .worth of dollars on a particular day, the 
pre-existing exchange rates would alter enormousljr? naturally, 
"care was taken tcf disturb 4he foreign exchange equilibrium as 
little as possible, but it presented a f<3rmidable difficulty which 
was much Snhanced by exchange speculation. 

Tlfb Young Committee, appointed in 1928 to make 
251 * ' ' „ 


kN INTRODUCTION TO MONEY 

recommendations concerning German reparation obligations «- 
(by then admitted to be iihpossibiy large), examinefl the 
transfer problem. Its report suggested the establishment of a 
special tenk to ^ssisf with the problem ; the B.I.S. the 
outcome. 

It was set up in May 1930 in Basle, a reasonably central 
and in ,^very respect neutral place. Even at that time, how- 
ever, there were people who hoped that the B.I.S. would grow 
into something bigger, resembling a supernational bank having 
the central banks as customers. Like the League of Nations, 
from which ultunately it derives its existence, the B.I.S. is 
really a piece of machineiy rather than a separate authority; 
its directors are the nominees of central banks.^ They can 
work the B.I.S. as national statesmen can work the League, 
well, badly or not at all. 

Unfortunately the great depression brought a contraction, 
rather than an expansion, of B.I.S. activity. It was set up 
during the post-war jperiod of stabilisation and its operations 
were limited to gola standard currencies, ^^^er September 
1936, when t&e Gold Bloc fell, the B.I.S. continued to use the 
old, pre-devaluation gold Swiss franc as its unit of account. A 
scheme for its reorganisation will be prf^sented to the next 
general assembly of the B.I.S. in May 1937. In the mean- 
while, it appears to be transgressing its own statutes by dealing 
in depreciated currencies. By considering what its functions 
ought to be, we pan infer incidentally the important altera- 
tions which ought to be made in its statutes. 

Tfie tasks which a feconstructed B.I.S. might perform 
would be of great importance. Firstly, the B.I.S. must be 
separated from the memory, of reparations, if the Gennan 
people is not to look* upon it with hostility; the clauses in its 
statutes dealing with reparation payments should be omitted.^ 
Secondly, the management of the B.I.S. should be given 
considerable freedom of action, much .more th%n if possesses 
at present, subject to only general supervisory powers on the 

t 

^ Seven countries divide the control of the namely, Belgium, 

France, Germany, Great Britain, Italy, Japan, U.S.A^. ^ ^ 

2 It has been suggested that a useful smtl! change would be an alteration 
of the name; if the Worfd Bank ”, the International “ the 

Supemational Bank ” or something of the sort were substifcited, however, 
the new name might excite the distrust of autarchic nationalists smd those 
fearing a “ Money Trust 
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? part gt the directors, who should represent as many states as 
possible without being excessive in number.^ ? 

B.I.S. notes might be used instead g| gold as central bank 
reserves. It does not issue notes at present. Its 'liabilities 
should be notes and central bank deposits only, a^d its assets 
should be gold (deposited by central banks), treasury and com- 
mercial bills, and advances to central banks. There would 
probably be no need for it to bold either long-term assets or 
national currency balances. Its assets and liabilities in any 
particular currency should approxbnately balance, so far as 
possible, ^s at present, in order to obviate exchange risk. 

The B.T.S., besides assisting in such business as the French 
loan of March \937, could do much to harmonise the working 
of Exchange Funds. , Perhaps it would be possible for all the 
Funds actually to operate from its offices in Basle. At least, it 
should make available its own notes in exchange for an excess 
of any particular currency accumulated by an individual Fund. 
Thus, it, would be well if the central 4a®Jk:s were normally 
indebted to it. 3 Then, if the British Exchange. Equalisation 
Account found itself accumulating an excess of French francs, 
for instance, it could exchange these for B.I.S. notes, which 
would have to be admitted as the customary currency among 
central banks; having acquired the francs, the B.I.S. would 
hand them over to the"French Fund, at the same time adding 
an equivalent amount on to the figure c€ its advances to the 
Banque de France. Thus, the state of its borrowing from the 
B.I.S. would indicate to a central ^ank the tendency qf the 
foreign exchanges. For instance, if France made a large loan 
to Poland, the actual effebt on the exchanges could be offset by 
borrowing at the B.LS.; if Fran«« became excessively expan- 
sive, the foreign exchanges coaid be supported by the same 
method. The impertant point to discern would be the reason 
for thelncyeasq in borrowing at,the B.I.S. which automatically 
took place; the fl 8 ctifa«tions of B.I.S. advances to individual 
'central banks would themseives help to indicate the reason. 

The B.I.S. could help to equalise interest rates throughout 
«* tjie world by opten market operations and by the use'Of its own 

^ The* central banics of South American countries, for instance, might 
elect one director from a list of names supplied by the governor of the 
BJ.S., thl Secretary-General of the League of Nations or some other 
suitable authority. ’ ■ ■ 
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rate for advances. An exact equivalence is not to be looked 
for among interest rates (for loans of equal duration) in differ- 
ent countries. Whilst^ central banks should remain unaffected 
by the pfbfitabUky of their operations, they should regard as 
anomalousj’^and as normally requiring correction, a state of 
affairs wherein they were lencKng at a rate lower than that 
at which they were borrowing from the B.I.S. 

Above all, the B.I.S. nright do invaluable service in 
cultivating a world outlook. It could act as. a clearing-house 
for information and ideasras well as for national balances. 
As and when national devaluations became necessary, the 
B.I.S. might do much to facilitate an orderly transition to new 
exchange parities. If it could attain sufficient authority by its 
wisdom and sufficient independence from merely national 
interests, the decision whether to readjust a currency to lower 
(or higher) levels, and, if so, by how great a percentage, might 
be left to ■the B.I.S. Such power in the hands of the B.I.S. 
would constitute a surrender of national sovereignty ou the part 
of the sovereign states members, and, in these days, the most 
optimistic internationalist despairs of such a possibility, yet, 
the further future, unless it holds the suicide of mankind, must 
contain the surrender of national sovereignty in matters affect- 
ing the general interest; and it is very possible that such a 
movement will begin in connection with matters not under- 
stood by the national publics, which are susceptible towards 
appeals to mass egotism and are therefore averse from sur- 
rendering the authority w|jich politicians wield in their names. 

T' , 
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§i 

Various policies: 

(i) Mercantilism; ' 

(h) The rigid gold standard', 

(Hi) Stable prices; 

(iv) The eradication of the trade cycle; ~ 

(v) Neutrhl money; 

(vi) Stable incomes; 

{viD Full employment. ^ 

(i) The oldest monetary policy, of ^hich we need to take 
note, is mercantilist^. It is putting a broad interpretation 
upon the word, monetary, to describe a policy employing 
methods so diverge as those of mercantilism as monetaiy 
poiic5^, but we shall use thft term, monetary policy, in this wide 
sense, justifying our procedure by considering that strictly 
monetary methods play at least the largest part in a policy 
including othei: expedients. ' . 

The central objective of mercantilist policy was to maintain 
an adequate stock of moneyrin the country. Adequate for 
what? Adequate to avoid deflation. Ws cm slate Ihe matter 
more precisely and more impressively than the writers of the 
seventeenth and eighteenth centuries; we .can see clearly what 
they wererdriving at. We can sympathise, indeed, with their 
desire to augment the country’s st^ck of gold; it might have'^ 
been wiser If they had sought to develop other sorts of^ means 
of payment, prudently managed as to quantity, bet we'^should 
rot deride their inability to foresee the future. The uiercan- 
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y tilistjg knew only one method of safeguarding and increasing a 
country’s stock of money, namely, a favourably balance of 
trade to secure an influx of gold. ^ 

■> Perhaps mercantilist doctrine must almys l^fe sight to 
some extent of its objective in emphasising it^'method; as 
doctrine develops into dogma! it becomes irrational, fanatical 
and blind, overstating the virtues of its creed, and -falling a 
prey to the heretical search for truth. So fell mercantilism 
before the logic^of Adam Smith, who stole, by the strength of 
his reasoning, its mantle of orthodoxy. Yet, in the present age 
of many thoughts, mercantilism, disguised in modern dress, 
takes its place, albeit somewhat furtively. 

(ii) It was”upon,the foundation of Adam Smith that the 
edifice of (rigid) gold standard philosophy was slowly built, 
although the rigid gold standard architects drew some of their 
inspiration, no doubt, from earlier thought. In => that sense, 
perhap^it is permissible to regard the roaintenance of a rigid 
gold standard 3 as the traditional monetary policy. In the 
present time, at least, it has all the trappings of tradition. 

The rigid gold standard argument has had to divest itself 
covertly, under thenhostile eyes of its critics, of the threadbare 
doctrine that the value of gold is stable; it remains clad only 
in the cloak of stable exchanges. 

What is fitten called the new liberalism extols the virtue 
of the gold standard, fixed and rigid, as the means of promoting 
the recovery of international trade„and lending. The policy 
certainly has its virtue, anyhow in the short run; while the 
depressed areas loom sd appallingly large upon the horizon of 
wise statesmanship. . 

(iii> Another monetary policy, of some years standing, has 
for it? otyect ^table prices. Ita advocates adduce an obvious 
argument in Its faVoxfnfrom ethical bases: money is a store of 
value, therefore it ought fb be stable in purchasing power. 
Furthermore, stable* prices create business confidence, a con- 
.u^ition desirable in itself and conducive of material progress. 
^They argue, too, that greater satisfaction is to be derived from 
rising incomes with stable prices tKan from stable incomes 
with falling prices; no doubt this is true, though some may 
wonder whether it mav not be better for the spirit of man to 
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reap the benefits of progress in the latter, rather than in, the 
former, way.r 

Those who desire stable prices perceive, nowadays, the 
danger of (Scjncealed inflation. But the danger can be averted, 
according to\ the authority of Mr. Durbin and Mr. Harrod, 
principally by manipulating the budget: if an inflationary 
movement appears, taxation should increase greatly and large 
scale repayments of public debt be made from the budget 
surplus. Conversely, of course, if a deflationary impulse gains 
ascendancy, the budget shduld not be balanced, the deficit 
serving to reflate the economy; public works would be an 
alternative method to the same end. 

Mr. Durbin does not insist that the attainpient of stable 
prices necessarily constitutes the best monetaiy policy; he is 
impressed particularly by the inflationary impulse resulting 
from the rising trend of profits, which progress would bring, 
and by the difficulties presented to the success of this policy by 
the transition of mon^y among different circuIations;_jmoney 
injected into tl?e system, for instance, to bolster up the price- 
level of goods may find its way into the financial circulation; 
it may be used, that is to say, on the stock exchange or in 
some other market dealing in capital assets. At least impor-.- 
tant accounting changes on the part of the banks would be 
necessary in order to reveal such a process; and perhaps 
changes, and particularly the extension of authoritarian con- 
trol, would need to go much further: a national investment 
board, Jiaving control of alj investment, might prove essential. 

Professdr Irving Fisher, the father of the stable prices 
family, has long advocated a “compensated” dollar. The 
compensated dollar would be equivalent to an amount of gold, 
but not to a fixed amount: if the general price-level advanced, 
the quantity of gold in the dollar would- be increased in 
corresponding proportion, so fkising the value ^of the dollar 
and bringing the price-level down again t6 thS old'figure (100). 
Perhaps the most ingenious of &ll monetary devices, this 
recommendation is not without weighty objections; the criti- 
cisms of Professor Irving Fisher’s suggestion, however, may well 
be read in ar compensatingly critical?, mannex'! 

4 - ^ 

^ (iv) The chief desire of the great Swedish econo3iists„ seems 
to be the mitigation of cyclical fluctuations. It is clear' how- 
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ever, that the policy of the Swedish school would not be a 
staffilisation of business conditions at a low level; quite the 
reverse; they want to stabilise economic activity at the top. 
Aggiin, budgetary methods are brought ii\to pla>, and very 
successfully so, to judge by the present prosperii^ of Sweden, 
which has the peculiar distinction among all th§ countries of 
the world of taking her economists’ advice seriously.^ Perhaps 
other countries would do likewise, however, if they possessed 
the Swedish economists; or perhaps they would also need 
statesmen of the perceptive humSity of the Swedish ones ! 

(v) The Austrian school of economists, whose adherents 
are by no means confined to Austria, have enunciated the 
concept of “ iwutral ” money. They are impressed particularly 
by the consequences which may result from the elasticity of 
credit. Perhaps the recent reaction to this way of thought has 
gone too far, and underrated the importance of this “de- 
stabilising” factor. The Austrian school analyses monetary 
phenomena into two sets of causes and effects, namely those 
from the side* of goods and those from the Side of money. 
The latter, so it is contended, must be eliminated; then, what- 
ever may remain of the trade cycle should be allowed to persist, 
’since it will represent “ real” tendencies; but, in any case, very 
little cyclical fluctuation will remain.^ 

The writers of the Austrian school perceive that it would 
not be sufficient simply to stabilise the quantity of money, 
though this seemed, at one time, to be thbir policy expressed 
in practical terms; they now demand that such st^ps shalTbe 
taken as to render the. action of money neutral. It is not at 
all clear what this means in practical terms; furthermore, their 
arguments are opSn to the^ fhost effective ^attack because 
assumptions are made in the course of their theoretical exposi- 
tions^which correspond not ej^en remotely with the world of 
actuality* . • * . ^ • 

(vi) Another policy, wliich must command great respect, 
seeks to establish stable incomes per head of population; the 
average inconfe for the whole population must be'stable. We 

* • • 

^ It IS very difficult to sum up the opinions of numerous authorities, 
whose ^theoretical position differs, at least in detail, in the space of a 
paragraph; thus there may be some inadvertent misrepresentation of the 
views ol particplar persons contained in these remarks, * 
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have seen that this is felt to entail some loss of satisfaction as ^ 
compared w|th the policy of stable prices. There is what some ' 
will feel to be a further and more serious drawback to the 
policy of stable incomes arising from the fact that inheritance „ 
from the pa^t would gamer the fruits of the future in excessive 
measure: a aable unearned income of £1,000 a year will be 
able to buy not only the better equivalents of modem goods in 
the future, but a greater quap,tity of these future goods into 
the bargain. Thus the policy of stable incomes would 
strengthen the power of th» dead hand. It might be argued 
that compensating taxation could be imposed upon inheritance, 
but it is unlikely that those who may in future oppose death 
duties will admit that they ought to be higher than would be 
equitable under a regime of stable prices.^ 

Stable incomes constitute a policy which Mr. Durbin con- 
siders to be markedly easier to put into operation than a 
regime of stable prices. And this should be a weighty con- 
si&iration: if the catchwords of monetary policy are going to 
be bandied about in !he political arena, and t]iis would seem 
to be inevitabfe unless a major question of party policy is to 
be sidetracked altogether, then simplicity and ease of execu- 
tion are virtues of importance. Suggest th^t the banks would^ 
have to alter their accounting methods to facilitate your policy 
and irresponsible elements among the opposition will sbput you 
down with the cry th^t the people’s savings are in danger ! — 
in danger of expropriation, no doubt, but the precise nature 
o£.the danger would not be specified. 

(vii) And finally we come to the policy of full employment, 
of which so much has beep said already (particularly in 
Chapter VTII and Chapter X, Section 3)." We may advocate 
this policy upon very strong ethical grounds, and we may urge 
its virtue, too, upon grounds of. expediency: it is clear to any- 
one what it means and why if is desirpble.*^ Alhd Aany will 
believe that the future, a time which w^ may think of as better 
in all respects than our own, will insist upon full employment. 

In the spacious times to come, surely, the thought of permitting 
mass unemployment will seem alipost as mtolerable to the'”"*^ 
future generations as the^ thought now seems to us of Jetting 
people starve through lack of work : we reached fhe stage, a 
d^ade or two ago, of insisting on providing existence tor the 
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y . un^ployed; our grandchildren, or, let us hope, our children, 
will insist upon providing the unemployed with what they need 
and would get in a properly managed .world, namely, work. 


The question of the compatibility of the various objectives. 
The rigid ^oki standard, on the one hand, or one of two 
threefold policies. • 


m 

In considerihg the policies, whose prominent features are 
thinly outlined above, we must decide to what extent there is 
conflict between th§m. 

• Mercantilism is incompatible with the maintenance of a 
rigid gold standard, and perhaps with a policy of neutral 
money as well, but, since it is not at all clear what the concept 
of neyjral money entails, we will le^ve this policy out of 
account altogither. 

The rigid gold standard is the great exclusionist; it is 
incompatible with all the other policies, except, perhaps, the 
.Swedish ideal of «abolishing the trade cycle, which might be 
achieved conceivably, in rigid gold standard conditions, by all 
countries acting in concert. The policy of ending the trade 
cycle is compatible, however, with all the rest. Stable prices 
clearly conflict with stable incomes. Full employment is an 
objective compatible with all the .other desiderata excep^-the 
rigid gold standard. 

Mercantihsm we nlay reject as a policy, for we no longer 
need to regulate the internal monetary position by manipula- 
ting the external trade balance. We may, perhaps, desire to , 
vaiycmercantilist* technique somewhat and try to increase the 
impdirt gf securities, with an /ye to strengthening the country * 
for war cdhditibnsf-that is, try to increase the export of 
capital; but such an objebt should be no more than a sub- 
sidiary part of monetary policy. 

We can decide for the rigid gold standard if v?fe want, but, 
if we do so, we fiannot Imve stable prices nor stable incomes; 
we sbould.have to expect involunta^ unemployment, not, per- 
haps, ^.running into millions, if the rigid gold standard were 
managed sagaciously, but probably considerable at times; and 
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perhaps, if the monetary system were, after all, mismanaged, • 
as in the past, unemployment would reach catastrophic levels. 

If we chose the rigid gpld standard, we (in this country) might 
hope that''nnemployment would never exceed, let us »say, *' 
750,000, twa)thirds of which we might reckon to be transitional 
unemployment, so that only 250,000 would be what we have 
defined as involuntary unemployment. But if these were oik 
hopes, we might still fear, with a good show of reason, that 
they would be tragically falsified : we could cprtainly not say 
that a million, perhaps twt) million, unemployed would be 
thenceforth impossible. 

Furthermore, if we chose the rigid gold standard, we ought 
to expect the trade cycle to endure. In rigid^gold standard 
conditions, cyclical depressions could be ^avoided only by all 
countries continuously working very carefully and unselfishly 
together; it is certain that some country would be called upon, 
sooner or iater, to take altruistic actions not in its own 
immediate interests. Js that likely to happen? Surgly not: 
and if we may not expect a supernational oii^look, then we 
should expect the trade cycle. Indeed, some authorities con- 
sider that all the goodwill in the world could not eliminate the 
trade cycle while the rigid gold standard was in being. 

Alternatively, we can pursue a threefold policy designed to 
eliminate the trade cycle, stabilise the general level of prices, 
and maintain full employment: or a threefold policy designed 
to eliminate the trade cycle, stabilise the average income of 
t]ss?population, and maintain full employment. 

If the (Jbestion of policy is presented in this way, the bulk 
of support would probably be given *to one of these three- 
point programmes; the rigid go?.d standard would be considered 
to possess too many aiM too grave drawbacks. 

In conclusion, three points should be cleared up: in the 
first place, if either of the thre^old policies is ^oplpd,* there 
is no reason why the existing semi-gold-st^nd&d afrangements, 
described earlier in this book as ihe*gold reserve standard, 
should not be preserved. It is the absolute rigidity of 
exchange fates which militates against the pursuit of an,.,»^ 
independent national monetary policy. 

Secondly, the elimination of the trade cycle mayjje, as part 
of^one of the threefold policies,, a matter of cure rath^ than 
of prevention. This is an abstruse question, upon which the 
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'*• ■ last word has not yet been said by the leading investigators; 
but it would seem, at the moment, that a piftctical policy 
would take shape as a process of tdal and error. While 
thebretical bases are still being formed* in tl^ mould of 
academic dispute, it is unlilsply that statesmenjwill say, like 
Col. Blimp, “Gad, sir. Prof. Hoot is right”, and proceed to 
put into operation the full programme advocated by one 
leading thinker but denounced by the rest. More feasible 
is a largely opportunist method: the appearance of inflation 
countered by drastic taxation; the*threat of slump staved off by 
public works. , 

Finally, more precise attention should be given to what 
applies to one country and what applies to all. Clearly, a 
single country can* pursue one of the threefold policies and 
nfaintain a rigid gold standard simultaneously, so long as it is 
the only country possessing a rigid gold standard; it is equally 
clear, however, that there would be no earthly purpose in one 
counti^ alone maintaining a rigid gold standard, unless all the 
others had fleiible gold standards. ’ 

Either of the threefold policies would be attainable by all 
countries simultaneously; less monetary action of a corrective 
'nature is likely t6*be required if they all choose elimination of 
. the trade cycle + stable prices + full employment, or all choose 
elimination of the trade cycle + stable incomes + full employ- 
ment; if some choose one and some tSe other, it is going to 
create difficulty, but this, as we understand these things at 
present, should not prove to be insuperable. , • 

If an induced export of capital is to become an instrument 
of policy, it is obvious that all countries cannot obtain a net 
capital export surplus, nor^ indeed, ,a net^ capital import 
surplus, at the same time. 
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CHAPTER XVn 

m : 

.LOOKING ‘FORWARD 

• 

(/) The twilight of bills? 

(ii) The growth of the cheque-deposit system? 

(Hi) A better coinage? 

(iv) The disappearance of notes? 

|v) The nationalisation and internationalisation of banking? 

ivi) An international currency? 

ivii) Monetary theory: the cumulative processes of the trade 
cycle at bay? 

{viiil ^future^slump? * 

(ix) Two budgets, on current account ahd on capital 
account? 

(x) The passing^of Douglas credit? 

ixi) The capitalist interlude? 

’ . » 

Looking forward into the monetary^future, how much can 
we distinguish of the shape of things to come? It is certain 
that our visions will be misleading unless’ we view the desert 
of time through the spectacles of Soubt: if we try to’isee'too 
clearly through the haze of uncertainty, we shall behold a 
mirage. 

* ^ * 

(i) Not long ago, it would have been reasonable to say that 
the ISiland bill of exchange ^ould shortly become extinct; 
indeed, bne-’couid almost hOTe written tjiat it was extinct. 
Now, the tendency is*i!Ot so clear. Foreign bills of exchange 
still seem likely to follow their recent trend, namely, gradually 
to become les^s important, and to fluctuate with .the volume 
of international ^rade. I^ is true, too, that the Inland bill is 
virtually dying or dead among commercial firms, but there 
has sprung up the internal bill covering deferred payment for 
consulfiption goods. We might even regard a cash-on-delivtry 
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note, presented^ by the post office to recipients of c.o.d. 
parcels, as a type of sight draft; but that is anyhow of small 
importance, ^he inland biU, then, may be said to be kept 
alive in thi^ country by* deferred payment transactions on the 
part of the j^iblic. ^ 

The other ^ause which might,(«timulate a revival of inland 
bills is the prevalence of high short-term interest rates; and 
these woilld have to endure for a considerable time to pro- 
duce a noticeable effect. In hazdrding an opinion, we may rule 
out this latter cause. And, concerning deferred payments, it 
is probable that no great increase in inland bills is to be 
looked for from this source. Deferred payments are likely to 
be increased by the vision of a more certain and brighter 
economic future, but the increase of the average age of the 
population will work to counteract such a' tendency, for it is 
young married couples who stand in particular need of tfie 
facilities of deferred payment. Concerning inland bills, then, 
we seem to (fiscern a slight, fractional revival, not a large one. 

(ii) We can ffeel somewhat confident in the growth of the 

cheque-deposit system : the sort of payment suitably made by 
cheque will come within the compass of larger and larger 
numbers of people, and the rising scale of payments will ^ 
increase the scope of the system. „ 

(iii) We may expecl; with some certainty that* sooner or 
la ter w e shall get a ‘'silver ” coinage which does not tarnish; it 
is not rcveajed to us whether the more agreeable metal for 
the higher coins will be the ancient right standard of England, 
that is, silver of fineness xVto. 

ff P 

(iv) A harder matter to foresee is the future of bank notes. 
On the whole, we ought to loo|c for a decrease in theirTuse. 
(If their quantity remains the saffie, and^there is'less'use for 
them, that will have an inflationary effect.) The growth of 
wealth and the secular increase in prices,, if this latter con- 
tinues, should increase the use of notes, but the change-over 
to cheque-deposits as a medium of paymentrmay more than 
counterbalance such a tendency. Furthermore, we must Jook 
forward to an extension of the subscription system, arising 
pardy from more people availing themselves of the sort 5f ser- 
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vices at present paid for by subscription proper and by rela- 
tivdy large contractual payments, and partly from a growth in 
the range of the subscription and contract systeift. Perhaps it 
wo|iid be too fanciful to imagine thafr our grandchildren will 
contract with a firm which will attend to* all tKSir domestic 
requirements as a commercial proposition, supplying their 
food, lighting, heating, and domestic service' in their own 
homes for an inclusive charge; but the drift is of tfiis nature. 
We find service fiats already, and remark Messrs. J. Lyons & 
Co. Ltd. undertaking large scale^catering contracts — very sug- 
gestive facts. Free travel, free postal facilities and the like 
belong, perhaps^ only to the further future; but all-in payments 
for particular kinds of amenities are not grossly improbable 
during the present century; a “ really-all-in ” insurance policy, 
fgr instance, covering every sort and kind of risk, might be a 
thing of to-morrow. ‘ 

(v) Should we expect a nationalisation, and,* later on, an 
interiiStionalisation, of banking? It- is almost certain to 
happen sooner or later. The least we may expect is the 
development of central control of the banking system; this may, 
it probably wfil, j;»e exercised by some authority other than the 
elected representatives of the people. The process may weU 
go much further: ajl financial institutions, including a body 
controlling investment, may come under the direction of a 
single autliority, whose tentacles, sn&ll to begin with, will 
spread ever further over the body economic. What we en- 
visage would be the money trfist come true; but iSuciT^n 
authority would be actuated by motives other than selfish ones. 

It may be that, before financial control has developed to the 
extent of requiring’ unification throughput the world, the mone- 
tary method wffl be in process of supersession by a system based « 
upSii other criteria; the economics of plenty will be a science , 
markedly dJSerent txom the^conomics of privation. On the 
contrary, the suppression of individual nationalities may be 
effected by the benign agency of a global financial authority ! 

(vi) And an intemationalisation of banlang, an inter- 

^ For icteas of tMs nature see (obviously!) H. G. Wells: The Shape of 
Thmm Come, 1933, Book V, Section 5, and The Work, Wealth and 
Happiness of Mankind, 1934, Cfaiapter V, Section 3. m 
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nationalisation of currency is evidently entailed. Some would 
suppose that the latter may be achieved with comparative ease, 
at a time wheti the national integration of financial machinery 
is still proi^eding. A' world cmrency is an old dream of 
liberai-inteimtionafist thought, and it was, indeed, almost ful- 
filled during l^e half-century be&sre the Great War. In the 
present trend of neurotic nationalism, to be succeeded more 
completely, perhaps, by an hysterical partisanship for one form 
as against another form of government, any institutional 
approach of peoples to each qjher would appearto be deferred 
until the further future : we may get out of the habit of suppos- 
ing that our own country, our own party, or our own' social 
philosophy is always entirely right and the opposing one 
always entirely wrong, but the present estrangements and hos- 
tilities of large groups are likely to leave irfutual distrust wit|i 
roots so thick and strong as wUl rot away only in the course 
of many decades — ^unless another useless, catastrophic world 
conflagration* convinces the survivors swiftly and emphatically 
of the futility of mass antagonisms. ^ 

(vii) In the realm of monetary theory, we may look forward 
with some confidence to the hunting down o| the trade cycle. 
Shall we boast and say that within ten years we shall have 
agreed on the causes of cumulative processes, and , have 
narrowed the field of preventive action to a few alternatives 
of roughly equal virtue*^? If we make so bold, it does not 
follow, of course, that a preventive policy will be in operation; 
we*sSall*e lucky if a properlji comprehended policy of cure is 
being practised. Ten years may be too little; agreement among 
academic authorities is notoriously hard to get; the intellectual 
diehards may be^ dying,, in the'^l^st ditches of self-assertion 
<• during decades; we do not ask for universal agreement. What 
,.we can expect is no more than a^ody of theory, subject, ji it 
must be so, to varieties of terminfilogy, which tthoSe pfepared 
to study the matter without prejudice caai 'perceive to contain 
the true explanation^ of the cumulative proqesses resulting in 
' a trade cycle;^ to reveal, furthermore, the steps necessary to 
prevent the cumulative processes from taking ^ape. 

(viii) At the present time, while the short-sighted''are still 

^ Jen explanation based upon assumptions corresponding with fs.cL 
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^ discovering that we are emerging from the gjreat depression, 
‘ tho^ endowed with longer vision are already cpnsidering a 
future slump. Must it come? If there is war, the slump will 
. come, supposing that the economic fabric epdures^e process 
of strife, at the end of the war. If there is no great conflagra- 
tion, what then? Expressin^n opinion widely |ield, we may 
say that there exist powerful factors in the present.situation 
tending quite clearly to recession; the fact that this is realised 
commonly already, combined with the infectiousness of fear, 
brings nearer the hour of collapse. But this does not neces- 
sarily mean that we shall sit down and weep in impotent 
miseiy, perforce’ borrowing to finance unemployment benefit 
systems when we can tax the country no more. Governments 
would be wise^o fear the social consequences of again lethargi- 
cajly occupying the^eats of authority in a world agonised by 
the paradox of poverty amid (relative) plenty. Social reactions 
will differ, perhaps profoundly, according to the timing of the 
next slump. We may expect the slump within ten years, but 
not so ^on as jiext year, and its magnitude is likely to seem, if 
not actually to be, proportional to its distance in time. 

Thus, if we have, let us say, seven fat and well-favoured 
jears, we may expect, upon the advent of a crisis, a very loud 
cry for authoritarian remedies: public works at once and on 
* any scale necessary. -.The knowledge that such a cure would 
be forthcomjng should be able to limit, the magnitude of the 
slump most significantly; perhaps it is the only thing which 
could mitigate depression to an important extent. Tbe rg y 
a time in the transition from boom to slump, which Mr. Hatred 
describes as the breathing-space, a time when a little govern- 
ment action would go a long way, to curbing a cumulative down- 
ward movement. We may imagine Rresideijt Roosevelt, if 
hap^y that ^eat man is still in control of the affairs of his 
forty-4ight nations, energetically occupying the breathing-space 
with “ aclior? andmetign now ”. 

Thus, when we prophesy another huge slump, in the 
manner of Cassandra, we mean no more than that another 
tragic depression will occur unless something vigorous is done 
^before recessive ttndencie^ gather strength. It is a potential 
slump, not an ineluctable one. • 

m ' 

fix)* Measures for remedying a slump are likely to *be 
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facilitated greatly by better national accounting. Under the ^ 
Danish system, mere is a capital budget and a separate cuRrent • ' 
budget. Puolic expenditure on capital account adds to the 
national d^t, th^t is,’ to the liabilities side of the national , 
capital statment. Public works should evidently be valueS as 
assets of the |iation; such thinga»as roads, canals and similar 
amenities^ in public ownership are evidently semi-durable 
capital goods of no small importance. But the current budget 
ought to contribute to such things in two, aijd, in some cases, 
three ways : the cost of public assets has been met by borrow- 
ing; the current budget should therefore pay the interest on the 
sum borrowed; in addition, the costs of maintenance of public 
assets should be met from the current budget; some public 
assets, however, may be of the type which wear ©ut and do not 
warrant maintenance — a battleship, for iifstance; on assets of 
this sort, the current budget should evidently provide sums for 
amortisation regularly from year to year during the life of the 
asset, the amortisation sums being used, in the interim, to 
reduce the public debt. A large amount of public d&bt, of 
course, is dead-weight debt not offset by any '^corresponding 
assets, the expenditure in question having been shot to pieces 
in the form of high explosive and the like bpught with money 
borrowed during a war; it is somewhat doubtful whether' 
violent taxational efforts should be made to repay deb t_ of this ■- 
sort, for the process of Repayment is likely to stimulate a' strong 
deflationary impulse. ' 

sensible system of national accounting manifestly con- 
sists m*separating capital ft6m current items in this way. We 
may hope for the early adoption of the system by all important 
coimtries. 

r , » 

r r r 

^ (x) The present revival of prosperity will almost certainly 

<■ slay the Douglas credit movem^t; if hardship becomes ^ute 
in another recession^ however, something ©f tke s&me hature is 
liable to recur. We may hold tibiatrth® Douglas doctrine pro- 
^ ceeds from faulty theoretical bases, and that its methods are 
quite impracticable; yet we ought to recognise, if we value the 
truth, that tlje one essential of social credit <4s a genuine and 
necessary instrument of policy, T£e achievement of Major 
Douglas is to have suggested the feasibility of granting" what 
arepnot very happily cafied consumers’ credits, a suggeslon so 
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heretical as to unite even the academic economists in a serried 
’ • phalanx against him. These consumers’ credfts are not going 
to take the form, of course, of loans requirinf repayment, 
, which is what their name suggests; Mr. Aberhart, Premier of 
the t’rovince of Alberta,- wants, and will fail, to maE^ them take 
the form of gifts of money, (.^ut our famous measure of un- 
balancing the budget or promoting public w5rks is really 
nothing more than the granting of consumers’ credits. True, 
with public work.s there is soriiething to show for the money; 
with an unbalanced budget, it is^private capital whose value 
is maintained directly. The only other difference is that an 
unbalanced budget or a public works programme is a feasible 
proposition, whereas Mr. Aberhart’s method is not. 

■ ■ . . ■ ■ 

, (xi) In our finar*paragraph, perhaps we may play with the 
fascinating question of whether the capitalist system is to 
occupy merely a brief interlude in the economic history of 
man. We caimot admit the possibility that tfie capitalist 
systenfWill go on for ever and ever; man has a grander destiny 
than that! Blit will our children see an almost all-pervading 
capitalism, as we see it universally, excluding Russia, at the 
present; or will th^ know equality of opportunity and common 
’ownership of the means of production? How long is this 
materialist-individualist phase going to last? We may perceive 
alternatives, as so often before, hinging upon the question of 
peace and t^ar ; if it is peace, perhaps we can look, and some, 
at any rate, will hope, for a gradual limitation of the concept 
of private property, which will takS>many decades, ^.nd .pernaps 
centuries, to accomplish; if it is war, then a socialist, or some 
will say communist, state, and possibly a world state, may be 
a matter of only a ’decade or^two. Bijt, even those who con- 
sider such a change as overwhelmingly de’sirable in itself 
shouijti certainly 'pause long .before bringing about war to 
achieve tt. . " . * 
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